[JOINT COMMITTEE PRINT]

DESCRIPTION AND ANALYSIS OF TAX
PROPOSALS
REIATING TO INDIVIDUAL SAVING
SCHEDULED FOR A HEARING

BEFORE THE

SENATE COMMITTEE ON FINANCE
ON FEBRUARY 9, 1995.

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

February 8, 1995

U.S. GOVERNMENT PRINTING OFFICE
87-842 WASHINGTON : 1995 JCS-3-95

For sale by the U.S. Government Printing Office
Superintendent of Documents, Mail Stop: SSOP, Washington, DC  20402-9328%
ISBN 0-16-046740-3




JOINT COMMITTEE ON TAXATION
104TH CONGRESS, 18T SESSION

HOUSE SENATE

BILL ARCHER, Texas, Chairman BOB PACKWOOD, Oregon,

PHILLIP M. CRANE, Illinois Vice Chairman

WILLIAM M, THOMAS, California WILLIAM V. ROTH, JR., Delaware

SAM M. GIBBONS, Florida ORRIN G. HATCH, Utah

CHARLES B. RANGEL, New York DANIEL PATRICK MOYNIHAN, New York

MAX BAUCUS, Montana

KENNETH J. KIES, Chief of Staff
MaRY M. SceMiTT, Deputy Chief of Staff (Law)
BERNARD A SCHMITT Deputy Chief of Staff (Revenue Analysis)

an



CONTENTS

INTRODUCTION ...coiiiiminiicnininiinecsennisessse s ntestsssarsesnsesesaessnssennsesse
1. SUMMARY i v rerierees s saasstss s sesbee e vemmeoe ereees
A. Present Law and Legislative Background ............

B. Summary of Proposals ......ccccoveevveeverseeeceeereneneenn,

1 Sa(lgings) and Investment Incentive Act of 1895
s ) e et
2. American Dream Restoration Act (H.R. 6) ......

3. Administration Proposal ......ccceceevnrvcarenvsenne :

A S BBT et sterrerer sttt s ssnee e e saaraeas

5, PRiIME Retirement Accounts for Small Em-
OFELS 1eorriernrnsmsssseccsrarssrsstsrresnressressenssnsassnsonns

6. Slmphfied Qualified Cash or Deferred Ar-
FANZEMENES ooiiiiiiirerieericeeerernrsserein s reeseeens

C. Issues Related to IRAs and Saving .....coevverveeennee.

II. PRESENT LAW AND LEGISLATIVE BACKGROUND wevveeeeeeenn,

C. Simplified Employee Pensions ..........ccooecvvveruenen..
D. Other Tax Incentives for Saving ........cccoorvrremnne..

TII. DESCRIPTION OF PROPOSALS ..oovieiveeeesieeecsiesesersessssesseesesseens

(I

Page

(V)

w

Lo~ B 5 R 5 L N )

10

10

10
12

13
17
18
20
20
24
26
28



v

E. PRIME Retirement Accounts for Small Employ-

=2 S

F. Simplified Qualified Cash or Deferred Arrange-

INEIES .orvireiivrrirnieirranerrrrererres s ternsrorsrnnarannssseasrases

IV. EconoMIC ANALYSIS OF IRAS GENERALLY .ovecvveereccninieennns
A, Comparison of Deductible IRAs, Back-End TRAs,

and Nondeductible IRAS ..oovvrvveeeeeeceer e

1. General comparison of IRAS .....cccooeivviciniiinnnnn.
2. Other potential differences between deduct-
ible IRAs and back-end IRAs ..........ccccevne.e.
3. E%igibility for deductible IRAs under present
AW 1eieerrerseeneeerrestresssssasasistareenesansasneeanssersanssans

B. Present Vzlue of Revenue Cost of IRAs to the

Federal Government ......cccvieeereeiiieiinneeeersnersnnnnnnes

C. The Effectiveness of IRAs at Inereasing Saving ..,

1. Theoretical effects ....c.ccovvvvivrormniiciriiicncrncrnennne
2. Empirical research on the effect of IRAs on
SAVINE werevvrerissreemreinsiissscssossarssssssnscsontssrsrrasnrees
3. Distributional effects of IRAs under present
and prior 1aw ...
4. Expected differences between effects of pre-
1986 IRAs and proposed modifications .........

V. I3SUES RELATING TO TAX INCENTIVES FOR SAVING ...........

A, Companson of IRAs with Other Tax-Favored As-

sets .

B. Goals of Tax Incentives for Savings ......ccocvvnerrunnn.
C. Role of Saving in the National Economy ...............
V1. IssUES RELATED TO SPECIFIC PROPOSALS ..covvveveeevecrerreneees

A. Issues Relating to Individual Retirement Account

Proposals ..o

B. Simplified Cash or Deferred Arrangements ..........
C. PRIME Retirement Accounts for Small Employ-

L= o U

Page

28

29
32

32
32

37
38

42
44

48
51
56
58

58
59
60
75

75
76

78



Congress of the Wnited States

JoINT COMMITTEE ON TAXATION

TWashington, B.C. 20515

ERRATA FOR JCS-3-95

(" Description and Analysis of Tax Proj)osals
Relating to Individual Saving")

® There is no footnote 19.
°® In Table 2 on page 40, the side heading in the table should be:

"Joint Returns With One Earner”



INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of certain proposals
relating to individual saving. The Senate Committee on Finance
has scheduled a public hearing on February 9, 1995, on the incen-
tives for saving.

Part I of the pamphlet is a summary. Part II is a description of
present law and legislative background. Part III describes the fol-
lowing proposals relating to saving: The Savings and Investment
Incentive Act of 1995 (S. 12); The American Dream Restoration Act
(H.R. 6}; the Administration proposal; S. 287 (relating to IRA con-
tributions for married couples); PRIME retirement accounts for
small employers; and simplified qualified cash or deferred arrange-
ments. Part IV provides an economic analysis of IRAs generally.
Part V discusses issues related to tax incentives for saving gen-
erally, and Part VI discusses specific issues related to the proposals
described in the pamphlet.

1This pamphiet may be cited as follows: Joint Committee on Taxation, Description and Analy.
sis of Tax Proposals Relating to Individual Suving (JCS-3-95), February 8, 1995.
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L SUMMARY

A. Present Law and Legislative Background
Present law and legislative background of IRAs

Under present law, under certain circumstances, an individual is
allowed to deduct contributions up to the lesser of $2,000 or 100
percent of the individual’s compensation (or earned income) to an
individual retirement arrangement (IRA). The amounts held in an
IRA, including earnings on contributions, generally are not in-
cluded in taxable income until withdrawn.

The $2,000 deduction limit is phased out over certain adjusted
gross income (AGI) levels if the individual or the individuals
spouse is an active participant in an employer-sponsored retire-
ment plan. The phaseout is between $25,000 and $35,000 of AGI
for single taxpayers and between $40,000 and $50,000 of AGI for
married taxpayers. There is no phaseout of the deduction limit if
the individual or the individuals spouse is not an active participant
in an employer-sponsored retirement plan.

An individual may make nondeductible contributions (up to the
$2,000 or 100 percent of compensation limit) to an IRA to the ex-
tent the individual is not permitted to make deductible IRA con-
tributions. Nondeductible contributions provide the same tax bene-
fits as deferred annuities, that is, earnings are not includible in in-
come until withdrawn. However, deferred annuities are not subject
to contribution limits.

Distributions from IRAs are generally includible in income when
withdrawn. Distributions prior to death, disability, or attainment of
age 59-1/2 are subject to an additional 10-percent tax. The 10-per-
cent tax does not apply to distributions made in the form of an an-
nuity. _ _

The IRA provisions were originally enacted in the Employee Re-
tirement Income Security Act of 1974 (ERISA). Under ERISA, an
individual was permitted to make deductible IRA contributions
only if the individual was not an active participant in an employer-
sponsored retirement plan. The limit on IRA deductions was the
lesser of $1,500 or 15 percent of compensation (or earned income).

The Economic Recovery Tax Act of 1981 increased the IRA de-
duction limit to its current level and removed the restriction on
IRA contributions by individuals who were active participants in
employer-sponsored plans. The IRA rules in their current form
were enacted as part of the Tax Reform Act of 1986.

1



2

Tax-qualified retirement plans and cash or deferred ar-
rangements

In general

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is ac-
corded special treatment under present law. Employees do not in-
clude qualified plan benefits in gross income until the benefits are
distributed, even though the plan is funded and the benefits are
nonforfeitable. The employer is entitled to a current deduction
(within limits) for contributions to a qualified plan even though the
contributions are not currently included in an employee’s income.
Contributions to a qualified plan are held in a tax-exempt trust.

The tax treatment of contributions under qualified plans is es-
sentially the same as that of present-law IRAs. However, the limits
on contributions to qualified plans are much higher than the IRA
contribution limits, so that qualified plans provide for a greater ac-
cumulation of funds on a tax-favored basis. In return for greater
tax benefits, qualified plans are subject to rules that do not apply
to IRAs, such as nondiscrimination rules that ensure that a quali-
fied plan benefits a broad group of employees and does not dis-
criminate in favor of highly compensated employees.

Qualified plan benefits are generally subject to tax when received
under rules similar to those that apply to IRA withdrawals. There
are additional exceptions to the 10-percent early withdrawal tax for
qualified plan distributions that do not apply to IRA withdrawals.
For example, the 10-percent additional tax does not apply to dis-
tributions from a qualified plan that are used to pay extraordinary
medical expenses.?

A qualified cash or deferred arrangement is one type of qualified
plan. In general, a cash or deferred arrangement is an arrange-
ment under which an employee can elect to receive an amount in
cash or have it contributed to a tax-qualified pension plan.
Amounts that are contributed to the plan are not included in in-
come until withdrawn from the plan. Qualified cash or deferred ar-
rangements are subject to the rules applicable to qualified plans
generally, and are also subject to additional rules.

The maximum annual amount that an employee can elect to
have contributed to a cash or deferred arrangement is limited to
$9,240 (for 1995). This dollar limit is indexed for inflation. Elective
contributions to cash or deferred arrangements are subject to a spe-
cial nondiscrimination test that permits somewhat higher contribu-
tions to be made on behalf of highly compensated employees. The
nondiscrimination test looks at actual contributions made by em-
ployees to ensure that the amount contributed by highly com-
pensated employees does not exceed the amount contributed by
nonhighly compensated employees by more than certain limits. A
similar nondiscrimination test also applies to employer matching
contributions, i.e., employer contributions that are conditioned on
the employee’s elective deferrals.

1 Extrgordinary medical expenses are those that would be deductible as an itemized deduc-
tion, i.e., expenses that exceed 7.5 percent of AGI.



The rules relaf.uig tb rang. i:s' were ongl-
nally set forth in Internal Revenue Service (IRS) rulings. In 1972,
the IRS issued proposed regulations that would have changed the
rules relating to cash or deferred arrangements. Congress enacted
a temporary moratorium freezing the status quo. Rules relating to
cash or deferred arrangements, including a special nondiscrimina-
tion test, were first codified in the Internal Revenue Code by the
Revenue Act of 1978. The Tax Reform Act of 1986 revised some of
the rules relating to cash or deferred arrangements. The revisions
included changes to the nondiscrimination tests and imposition of
the annual limit on elective deferrals.

Simplified employee pensions

In order to reduce unwanted administrative burdens on employ-
ers (particularly smaller employers), the Code permits employers to
establish a simplified employee pension (SEP) for their employees.
A SEP is an IRA. However, the same contribution limits that apply
to qualified plans apply to SEPs, so that a SEP provides a greater
opportunity for tax-favored saving than an individual IRA.

Employers with 25 or fewer employees may permit employees to
make elective contributions to a SEP. A special nondiscrimination
rule applies to such elective contributions. This rule is a sim lified
version of the special nondiscrimination test applicable to elective
contributions under a qualified cash or deferred arrangement.

Other tax incentives for saving

The Internal Revenue Code contains a number of other provi-
sions which permit individuals to save on a tax-favored basis.
These include provisions relating to tax-sheltered annuities, annu-
ity contracts, and life insurance.

B. Summary of Proposals

1. Savings and Investment Incentive Act of 1995 (S. 12)2

The Savings and Investment Incentive Act of 1995 would phase
out the income limits on deductible IRA contributions and narrow
the definition of active participant for married couples during the
phaseout period so that fewer individuals would be affected by the
income limits during the phase-out period. The bill would index the
limit on deductible IRA contributions and coordinate the limit on
elective deferrals with the IRA deduction limit.

In addition, the bill would permit nondeductible contributions to
new “IRA Plus” accounts. Withdrawals from an IRA Plus would not
be includible in income or subject to the 10-percent tax on early
withdrawals if attributable to contributions at least 5 years earlier.
The limits on contributions to traditional IRAs and IRA Plus ae-
counts would be coordinated. Under certain circumstances, an indi-
vidual could convert a present-law IRA into an IRA Plus by includ-
ing the IRA balance in income over a 4-year period (and without
imposition of the 10-percent early withdrawal tax).

The bill would allow withdrawals from an IRA and withdrawals
of elective deferrals from qualified cash or deferred arrangements

25. 12 was introduced by Senators Roth, Breaux, Pryor, and Murkowski en January 4, 1995.
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and similar plans without imposition of the 10-percent early with-
drawal tax to the extent the amount withdrawn is used for the pur-
chase of a first home, for certain education expenses, or for extraor-
dinary medical expenses. The bill would also exempt from the 10-
percent tax withdrawals from TRAs by persons who have been un-
em'ﬁloyed for at least 12 weeks. _ )

e bill would generally be effective for years beginning after De-
cember 31, 1994.

2. American Dream Restoration Act (H.R. 6)3

The bill would permit individuals to make nondeductible con-
tributions to an American Dream Savings (ADS) account in addi-
tion to any deductible contributions the individual can make to an
IRA under present law. An ADS account would be an IRA that is
designated at the time of establishment as an ADS account. The
maximum annual contribution that could be made to an ADS ac-
count would be the lesser of $2,000 or 100 percent of the individ-
ual’s compensation. The $2,000 limit would be indexed for inflation.
In 1996 and 1997, individuals could convert a present-law IRA into
an ADS account by including the IRA balance in income over a 4-
year period (and without imposition of the 10-percent early with-
drawal tax). Distributions from an ADS account would not be in-
cludible in income if the distribution (1) is made at least 5 years
after the individual first made a contribution to any ADS account
and (2) is (2) made on or after attainment of age 59-1/2, (b) made
on account of death or disability, or (c) is used for the purchase of
a first home, or to pay higher education expenses, long-term care
premiums, or medical nses.

The bill would generally be effective for years beginning after De-
cember 31, 1995.

3. Administration Proposal 4

The Administration proposal would double the income limits at
which the IRA deduction is phased out for active participants in
employer-sponsored plans (to between $50,000 and §70,000 for sin-
gle taxpayers and $80,000 and $100,000 for married taxpayers),
and index the limits for inflation. The proposal would aiso index
the $2,000 limit on IRA contributions, and coordinate the IRA de-
duction limit with the annual limit on elective deferrals. The pro-
posal would provide that the exception from the early withdrawal
tax for distributions after age 59-1/2 does not apply to amounts
that have been in the IRA for less than 5 years.

The proposal would permit individuals who are eligible to make
deductible IRA contributions to elect to contribute to either a de-
ductible IRA or a new Special IRA. Amounts contributed to a Spe-
cial IRA would not be deductible. The contribution limit for Special
IRAs would be coordinated with the limit on deductible IRAs.
Amounts distributed from a Special IRA would not be includible in
gross income or subject to the 10-percent early withdrawal tax to
the extent attributable to contributions that have been in the Spe-

3H.R. 6 was introduced h'y Repreéentaﬁve Crane and others on January 4, 1995, as part of
the “Contract with America.
+The Administration proposal is included in President Clinton's fiscal year 1996 budget pro-



cial IRA for at least 5 years. In 7, persons who are eligible to
make Special IRA contributions could convert present-law IRAs
into a Special IRA by including the IRA balance in income over a
4-year period (but without imposition of 10-percent early with-
drawal tax).

The proposal would exempt from the early withdrawal tax dis-
tributions from IRAs or Special IRAs used for education or first-
time home purchase and distributions to persons who have been re-
ceiving unemployment compensation for at least 12 weeks. In addi-
tion, the proposal would extend to IRAs the exception to the early
withdrawal tax for distributions used for extraordinary medical ex-
penses and would expand the scope of the exception. :

The proposal would generally be effective for years beginning
after December 31, 1995,

4. 8, 2875

The bill would permit deductible JRA contributions of up to
$2,000 to be made for each spouse if the combined compensation
of both spouses is at least equal to the contributed amount. The
present-law income limitations on IRA deductions for active partici-
pants in employer-sponsored retirement plans would continue to

apply. _
3 'thgliill would be effective for years beginning after December
1,1 .

5. PRIME Retirement Accounts for Small Business

The proposal would permit employers with fewer than 100 em-
ployees to establish PRIME accounts to which their employees
could make elective contributions. Contributions to a PRIME ac-
count would be made to an IRA. The employer would be required
to provide a certain level of matching contributions to employees
who make elective employee contributions. The maximum elective
employee contributions that could be made per year would be one-
half of the elective deferral limit (such limit is $9,240 in 1995).
Amounts in PRIME accounts would be includible in income when
withdrawn. An additional early withdrawal tax would apply in
some cases. No nondiscrimination rules would apply to PRIME ac-
counts.

‘6. Simplified Qualified Cash or Deferred Arrangements

The proposal would adopt safe harbors that would rfemﬁt a cash
or deferred arrangement to satisfy the special nondiscrimination
tests applicable to elective deferrals and emtﬁloyer matching con-
tributions through plan design, rather than through the testing of
actual contributions. Under these safe harbors, a cash or deferred
arrangement would be treated as satisfying the special test for
elective contributions if the plan of which the arrangement is a
part (or any other plan of the employer maintained with respect to
the employees eligible to participate in the cash or deferred ar-
rangement) meets (1) one of two contribution requirements and (2)
a notice requirement. A glan would satisfy the safe harbor with re-
spect to matching contributions if (1) the plan meets the contribu-

8. 287 was introduced by Senator Hutchison and others on January 26, 1995.
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tion and notice requirements under the safe harbor for cash or de-
ferred arrangements and (2) the plan satisfies a special limitation
on matching contributions.

The proposal would be effective for years beginning after Decem-
ber 31, 1995.

C. Issues Related to IRA and Saving

Economic analysis of IRAs generally

Deductible IRAs allow taxpayers to deduct IRA contributions
from income in the year contributed and pay income tax on the
contributions plus earnings when withdrawn. This treatment cre-
ates two potential tax benefits: (1) taxpayers effectively earn a tax-
free rate of return on IRA investments and (2) the contributions
may be taxed at a lower marginal tax rate than the taxpayer’s
marginal tax rate when the contributions were made because IRA
contributions are not taxed until withdrawn, at which time the tax-
payer may be retired.

S.12, H.R.6, and the Administration proposal all create a new
type of nondeductible IRA, commonly referred to as a back-end
IRA. Withdrawals from a back-end IRA are not taxable if contribu-
tions are held in the back-end IRA for a certain period of time. '

From an economic perspective, back-end IRAs receive tax treat-
ment generally eguivalent to deductible IRAs. Because the tax-
payer does not deduct back-end IRA contributions from income and
pays no tax when amounts are withdrawn, the taxpayer is never
taxed on the income earned on the investment. ether the de-
.ductible IRA and back-end IRA are in fact economically equivalent
depends on the difference between the taxpayer’s marginal tax rate
in the year contributions are made and the marginal tax rate in
the year IRA funds are withdrawn. When marginal tax rates de-
crease over time (because tax rates change generally or taxpayers
fall into lower tax brackets), the deductible IRA is more advan-
tageous than the back-end IRA because the deductible JRA permits
taxpayers to defer payment of tax until tax rates are lower. When
marginal tax rates increase over time, a back-end IRA is more ad-
vantageous.

Additional differences exist between the deductible and back-end
IRAs in the proposals. First, because the dollar limit on contribu-
tions to both the deductible JRA and the back-end IRAs is $2,000,
the $2,000 back-end IRA contribution limit effectively increases the
amount of tax-free saving that can be invested relative to the de-
ductible IRA. A back-end IRA permits a taxpayer to accumulate
tax-free income on $2,000 of after-tax dollars, whereas a $2,000 in-
vestment in a deductible IRA (which has not yet been subject to
tax) is equivalent to only $1,440 in after-tax dollars (assuming a
28-percent marginal tax rate).

Second, because the 10-percent additional income tax on early
withdrawals generally applies to the back-end IRA only during the
first 5 years after a contribution has been made to the IRA, in gen-
eral, the benefits of the back-end IRA are greater than those of the
deductible IRA for taxpayers who desire to invest funds in an IRA
for a relatively short period of time. However, because of the 5-year
holding period under the proposals, this advantage of the back-end



IRA exists only iiitil ‘& thkpayer attai g B8:1/2. after which
time the deductible IRA becomes more beneficial to the short-term
investor.

Present value of revenue cost of IRAs to the Federal Govern-
ment

Assessing the cost (in the form of foregone tax receipts) to the
Federal Government of IRAs may be more difficult than assessing
the costs of other tax provisions because IRAs change not only the
amount of tax collected, but also the timing of tax collections. Tra-
ditional budget scorekeeping accounts for the revenue effects of
proposed legislation on a cash-flow basis; in other words, the effect
of a provision on budget receipts for a fiscal period is estimated’
without regard to whether the provision will also affect budget re-
ceipts in a subsequent period. This method scores deductible IRAs
as generating a larger revenue loss than back-end IRAs, because
more of the revenue loss occurs in the earlier years. However, a
present-value calculation demonstrates that the long-term cost to
the Federal Government of deductible IRAs and back-end IRAs will
- be approximately equal, except for the effects of changes in tax
rates generally or for specific taxpayers, and the difference in the
effective contribution limits.

Providing a choice between a deductible IRA and a back-end IRA
is likely to increase the overall cost of IRAs to the Federal Govern-
ment as compared to the cost of either option alone if taxpayers
make accurate judgments about their future tax rates. Taxpayers
who have reason to believe that their tax rates will decline over
time will be more likely to invest in the deductible IRA, and tax-
payers who believe their tax rate will increase over time or who in-
tend to invest for a relatively short period of time will generally
choose the back-end IRA. .

Effectiveness of IRAs at increasing sabing

IRAs have a number of attributes that may affect a taxpayer's
saving decision. First, investments in IRAs earn a higher r-tax
rate of return than investments in other assets. Second, IRAs may
Frovide an incentive for refirement saving, as opposed to other
orms of saving. Third, deductible IRAs may provide a psychological
incentive to save in the case of taxpayers who owe the Federal Gov-
ernment income tax in excess of the amounts withheld and esti-
mated tax payments made during a year. Fourth, advertising of
IRAs by banks and other financial institutions may influence deci-
sions to save. _

Deductible IRAs have been very popular with taxpayers. Con-
tributions to IRAs increased significantly when eligibility restric-
tions were eliminated in 1982. At the peak in 1985, over $38 billion
was contributed to IRAs; this represented almost 83 percent of per-
sonal saving for that year. However, there is no consensus within
the economics profession as to the effect of the pre-1986 IRA rules
on personal saving. Some economists believe that IRAs had no ef-
fect on overall personal saving (i.e., they believe that IRA contribu-
tors merely shifted savings from one vehicie to another. Other
economists believe that IRAs increased personal saving. Still other
economists believe that JRAs would have eventually increased sav-



8

ing if the universally available deductible IRA had not been signifi-
cantly restricted by the Tax Reform Act of 1986.

In 1985, 17.8 percent of all eligible returns reported contribu-
tions to an IRA. Of the returns reporting contributions, most (71
percent) reported AGI below $50,000. However, high-income tax-
payers contributed at a much higher rate than lower-income tax-
payers--61.8 percent of eligible returns with AGI of $50,000 or
above reported contributions to an IRA, while only 13.8 percent of
eligible returns with AGI below $50,000 reported contributions.

Although research on the effectiveness of the pre-1986 IRA provi-
sions may shed light on the potential of the proposal to increase
saving, several differences should be noted. First, marginal tax
rates for most taxpayers are lower than they were before 1987.
Thus, the tax advantages of IRAs are less valuable now than they
were before 1987. Second, the proposed IRAs permit penalty-free
withdrawals under different circumstances than the pre-1986 IRAs.
Third, the back-end IRAs permit penalty-free withdrawals after
only 5 years. These differences may increase or decrease the effect
of IRAs on saving.

Issues relating to tax incentives for saving

Goals of tax incentives for saving

Some argue that tax incentives for saving are appropriate be-
cause the income tax system penalizes saving by taxing the return
to income that is saved. This can affect both the national saving
rate, as well as the assets taxpayers accumulate for particular pur-
poses. Tax incentives for saving could be designed to encourage
saving for particular purposes or to increase niational saving.

IRAs have historically been viewed as vehicles for retirement
saving. However, IRAs can provide substantial benefits to tax-
payers who are saving for nonretirement purposes. For example, if
funds are held in an IRA long enough, the taxpayer will benefit
from the IRA even after payment of the income tax and the 10-per-
cent early withdrawal tax.

Role of saving in the national economy

National saving is important to the economy because of its rela-
tionship to investment. The sources for investment are national
saving and foreign investment. Increased investment increases the
capital stock, which leads to greater productivity, higher wages and
salaries, and increases in a nation’s standard of living. Because of
the possibility of foreign investment in the United States, a low
saving rate does not necessarily mean a low investment rate. How-
ever, when foreign saving finances domestic investment, the profits
from such investment are transferred abroad.

Net national savings declined through most of the 1980’s, and is
lower than that of other countries. Investment has declined as well
over this period; however, foreign investment has compensated for
some of the decline in domestic saving. ' '

Adequacy of retirement savings

Social Security is the largest source of retirement income (38 per-
cent in 1986), followed by income from assets (26 percent in 1986),



earnings (17 percent iﬁ"’%gg and government em-
ployee pensions (14 percent in 1986). The adequacy of retirement
income is commonly measured by the replacement rate, that is, the
ratio of retirement income to income during working years.

Available data indicate that Social Security and pension benefits
replace roughly 33 percent of career high earnings and 50 percent
of earnings over the last 5 years of employment. When spousal ben-
efits are taken into account, replacement rates are slightly higher
as a percentage of final earnings, averaging 30 to 33 percent of
highest earnings and 60 to 70 percent of earnings over the last 5
years. These replacement rates are higher for individuals who had
lower earnings.

It is not clear what an appropriate replacement rate is. A rate
lower than 100 percent may be adequate, For example, people may
desire to have more income during working years because some of
that income is saved for retirement. People may also have lower ex-
penses in retirement; for examgle, they may no longer be making
payments on a home. On the other hand, a replacement rate of 100
may be too low. For example, a retiree may face much higher medi-
cal expenses than a younger person. '

Although coverage by employer pension plans and Social Security
is expected to be higher for current workers than for current retir-
ees, the saving rate of current workers is lower than the rate at
which current retirees saved during their working lives. Also, it is
possible that the need for retirement income is increasing over time
because of increases in life expectancies, trends toward early retire-
ment, and rapid rises in medical costs.



II. PRESENT LAW AND LEGISLATIVE BACKGROUND

A. Individual Retirement Arrangements (IRAs)
1. Present-law rules for IRAs

In general

Under certain circumstances, an individual is allowed a deduc-
tion for contributions (within limits) to an individual retirement ac-
count or an individual retirement annuity (an IRA) (Code sec. 219).
An individual generally is not subject to income tax on amounts
held in an IRA, including earmings on contributions, until the
amounts are withdrawn from the JRA. No deduction is permitted
with respect to contributions made to an IRA for a taxable year
after the IRA owner attains age 70-1/2,

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $ 2,000 or 100 per-
cent of an individual’s compensation (earned income in the case of
self~employed individuals). In addition, a married taxpayer who
files a joint return with his or her spouse can make an additional
contribution of up to $250 to an IRA established for the benefit of
the spouse, if the spouse has no compensation or elects to be treat-
ed as having no compensation. A single taxpayer is permitted to
make the maximum deductible IRA contribution for a year if the
individual is not an active participant in an employer-sponsored re-
tirement plan for the year or the individual has adjusted gross in-
come {(AGI) of less than $25,000. A married taxpayer filing a joint
return is permitted to make the maximum deductible IRA contribu-
tion for a year if neither spouse is an active participant in an em-

loyeor-gponsored plan or the couple has combined AGI of less than
40,000.

If a single taxpayer or either spouse (in the case of a married
couple) is an active participant in an employer-sponsored retire-
ment plan, the maximum TRA deduction is phased out over certain
AGI levels. For single taxpayers, the maximum IRA deduction is
phased out between $25,000 and $35,000 of AGI. For married tax-

ayers, the maximum deduction is phased out between $40,000 and
550,000 of AGIL In the case of a married taxpayer filing a separate
11':&1111;;:1, the deduction is phased out between $0 and $10,000 of

An individual is an active participant in an employer-sponsored
retirement plan for the taxable year if the individual is an active
participant for the plan year ending with or within the individual’s
taxable year., An employer-sponsored retirement plan means (1) a
qualified pension, profit-sharing, or stock bonus plan (sec. 401(a));

¢ A couple is not considered married for purposes of the JRA deduction rules if the individuals
file separate returns and live gapart from one ancther at all times during the taxable year; each
spouse is treated as a single individual in such a case.

(10)



(2) a qualified annuity plan (sec. 403(a)}; (3) a simplified emfloyee
pension plan (sec. 408(k)); (4) a plan established for its employees
by the U.S., by a State or political subdivision, or by any agency
or instrumentality of the U.S. or a State or political subdivision
(other than an unfunded deferred compensation plan of a State or
local government (sec. 457)); (5) a plan described in section
501(c)(18); and (6) a tax-sheltered annuity (sec. 403(h)).

The determination of whether an individual is an active partici-
pant depends on the type of fl'an involved. In general, in the case
of a defined benefit pension plan, an individual is treated as an ac-
tive participant if the individual is eligible to participate in the
plan. An individual is an active participant in a defined contribu-
tion plan only if any amounts are allocated to the account of the
participant for the year.? The extent to which a person is vested
in his or her benefits under an employer-sponsored plan is not
taken into account under the active participant rules.

Nondeductible IRA contributions

Individuals may make nondeductible IRA contributions to the ex-
tent deductible contributions are not allowed because of the AGI
phaseout and active participant rules. A taxpayer may also elect to
make nondeductible contributions in lieu of deductible contribu-
tions. Thus, any individual may make nondeductible contributions
up to the excess of (1) the lesser of $2,000 or 100 percent of com-
pensation over (2) the IRA deduction claimed by the individual. An
individual making nondeductible contributions is required {o report
the amount of such contributions on his or her tax return. As is
the case with earnings on deductible IRA contributions, earnings
on nondeductible contributions are not subject to income tax until
withdrawn. Nondeductible IRAs provide the same tax benefit as de-
ferred annuities. However, there are no limits on the amount of a
deferred annuity. :

Taxation of withdrawals

Amounts withdrawn from IRAs (other than amounts that rep-
resent a return of nondeductible contributions) are includible in in-
come when withdrawn. If an individual withdraws an amount from
an JRA during a taxable year and the individual has previously
made both deductible and nendeductible IRA contributions, then
the amount inciudible in income for the taxable year is the excess
of the amount withdrawn over the portion of the amount with-
drawn attributable to investment in the contract (i.e., nondeduct-
ible contributions). The amount attributable to nondeductible con-
tributions is the portion of the amount withdrawn that bears the
same ratio to the amount withdrawn as the total amount of non-
deductible contributions bears to the total current value of all IRAs
of the individual. . i

To discourage the use of amounts contributed to an IRA for
nonretirement purposes, withdrawals from an IRA prior to age 59-
1/2, death, or disability are generally subject to an additional 10-
percent income tax (sec. 72(t)). The 10-percent additional income

7 The definition of active participant under present law is generally the same as the definition

of active participant that applied for p:})oses of determining eligibility to make IRA contribu-
tions prior to the IRA amendment adopted in the Economic Recovery Tax Act of 1981.

87-842 85-12
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tax is intended to recapture at least a portion of the tax benefit of
the IRA. The 10-percent additional income tax does not apply to
withdrawals that are part of a series of substantially equal periodic
payments made for the life (or life expectancy) of the taxpayer or
the joint lives (or joint life expectancies) of the taxpayer and the
taxpayer’s designated beneficiary. A similar early withdrawal tax
applies to withdrawals from qualified retirement plans and de-
ferred annuities.

Present law imposes a 15-percent excise tax on excess distribu-
tions with respect to an individual during any calendar year from
qualified retirement plans, tax-sheltered annuities, and IRAs. The
purpose of the tax is to limit the total amount that can be accumu-
lated on behalf of a particular individual on a tax-favored basis, In
enacting the excise tax, Congress believed that an individual
should not be permitted to accumulate excessive retirement sav-
ings, regardless of whether such excess was attributable to the re-
ceipt of multiple maximum benefits from several empioyers, very
large appreciation in defined contribution plans, or the use of IRAs
by individuals receiving significant employer-provided benefits.

In general, excess distributions are defined as the aggregate
amount of retirement distributions (i.e., payments from applicable
retirement plans) made with respect to an individual during any
calendar year to the extent such amounts exceed $150,000 (for
1995). The dollar limit is indexed for inflation. Special rules apply
in the case of lump-sum distributions and post-death distributions.

2. Legislative background of IRAs

Employee Retirement Income Security Act of 1974

The individual retirement savings provisions of the Internal Rev-
enue Code were originally enacted in the Employee Retirement In-
come Security Act of 1974 (ERISA) to provide a tax-favored retire-
ment savings arrangement to individuals who were not covered
under a tax-qualified retirement plan maintained by an employer.
Individuals who were active participants in employer-sponsored re-
tirement plans were not permitted to make contributions to an
IRA. As enacted in ERISA, the limit on the deduction for TRA con-
tributions was generally the lesser of (1) 15 percent of the individ-
ual’s compensation (earned income in the case of a self-employed
individual) for the year, or (2) $1,500.

Economic Recovery Tax Act of 1981

The Economic Recovery Tax Act of 1981 (ERTA) increased the
deduction limit for contributions to IRAs and removed the restric-
tions on IRA contributions by active participants in employver-spon-’
sored retirement plans. After ERTA, the deduction limit for IRAs
was generally the lesser of (1) 100 percent of the individual's com-
pensation (earned income in the case of a self-employed individual),
or (2) $2,000. Any individual was entitled to make a deductible con-
tribution to an IRA even if the individual was an active participant
in an employer-sponsored retirement plan.

The ERTA changes were motivated by Congressional concern
that a large number of workers, including many who were covered
by employer-sponsored retirement plans, faced the prospect of re-




tirement without the resources needed to provide adequate retire-
ment income levels. The Congress concluded that retirement sav-
ings by individuals during their working years can make an impor-
tant contribution towards providing retirement income security.

Tax Reform Act of 1986 '

The Tax Reform Act of 1986 (1986 Act) added the present-law re-
strictions on deductible IRA contributions by active participants in
employer-sponsored retirement plans. These restrictions are similar
to those originally included in ERISA. In addition, the 1986 Act
added the present-law rules permitting individuals to make non-
deductible contributions to an TRA.

These changes were made because Congress determined at the
time that the expanded availability of IRAs had no discernible im-
pact on the level of aggregate personal saving. In addition, Con-
gress believed that the wide availability of the option to make elec-
tive deferrals under cash or deferred arrangements and tax-shel-
tered annuities reduced the prior concern that individuals in em-
ployer-maintained retirement plans should be able to save addi-
tional amounts for retirement on a discretionary basis. Congress
was also concerned that data had shown that IRA utilization was
low among lower-income tazpayers and that taxpayers for whom
IRA utilization was the largest would generally have saved without
regard to the tax incentives. However, Congress also wished to pro-
vide a tax incentive for discretionary retirement savings for all tax-
payers and therefore permitted all taxpayers to make nondeduct-
ible IRA contributions. :

B. Qualified Retirement Plans

In general

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is ac-
corded special tax treatment under present law. Employees do not
include qualified plan benefits in gross income until the benefits
are distributed, even though the plan is funded and the benefits
are nonforfeitable. The employer is entitled to a current deduction
(within limits) for contributions to a qualified plan even though the
contributions are not currently included in an employee’s income.
Contributions to a qualified plan are held in a tax-exempt trust.

Employees, as well as employers, may make contributions toa
qualified plan. Employees may, subject to certain restrictions,
make both pre-tax and after-tax contributions to a qualified plan.
Pre-tax employee contributions (e.g., contributions to a qualified
cash or deferred arrangement (sec. 401(k) plan)) are treated the
same as employer contributions for tax purposes. '

The tax treatment of contributions under qualified plans is es-
sentially the same. as that of present law IRAs. However, the limits
on contributions to qualified plans are much higher than the IRA
- contribution limits, so that qualified plans provide for a greater ac-
cumulation of funds on a tax-favored basis. The policy rationale for
permitting greater accumulation under qualified plans than IRAs
is that the tax benefits for qualified plans encourage employers to
provide benefits for a broad group of their employees. This reduces
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the need for public assistance and reduces pressure on the social
security system.

The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an em-
ployer’s rank-and-file employees as well as highly compensated em-
ployees. They also define the rights of plan participants and bene-
ficiaries and provide some limits on the tax benefits for qualified
plans.® Certain of the rules relating to qualified plans are designed
to ensure that the amounts contributed to qualified plans are used
for retirement purposes. Thus, for example, an early withdrawal
tax applies to premature distributions from such plans, and the
ability to obtain distributions prior to termination of employment
from certain types of qualified plans is restricted.

Twpes of qualified plans

Qualified plans are broadly classified into two categories, defined
benefit pension plans and defined contribution plans, based on the
nature of the benefits provided.

Under a defined benefit pension plan, benefit levels are specified
under a plan formula. For example, a defined benefit pension plan
might provide an annual retirement benefit of 2 percent of final av-
erage compensation multiplied by total years ofP service completed
by an employee. Benefits under a defined benefit pension plan are
funded by the general assets of the trust established under the
plan; individual accounts are not maintained for employees partici-
pating in the plan. Benefits under a defined benefit pension plan
are guaranteed (within limits) by the Pension Benefit Guaranty
Corporation (PBGC), a federal corporation within the Department
of Labor.

Benefits under defined contribution plans are based solely on the
contributions (and earnings thereon) allocated to separate accounts
maintained for each plan participant. Profit-sharing plans and
qualified cash or deferred arrangements (called 401(k) plans after
the section of the Code regulating such plans) are examples of de-
fined contribution plans.

Limits on contributions and benefits

Under present law, overall limits are provided on contributions
and benefits under qualified plans. In the case of a defined benefit
pension plan, present law limits the annual benefits payable under
the plan to the lesser of (1) 100 percent of the participant’s average
compensation for his or her high 3 years, or (2) $120,000 (for
1995).° The dollar limits are increased for cost-of-living adjust-
ments in $5,000 increments. _

Under a defined contribution plan, the qualification rules limit
the annual additions to the plan with respect to each plan partici-
pant to the lesser of (1) 25 percent of compensation or (2) $30,000.
Annual additions are the sum of employer contributions, employee

8 Qualified plans are subject to regulation under Federal labor laws (Title I of Empioyee Re-
tirement Income Security Act of 1974 (ERISAD as well as under the Internal Revenue Code.
The ERISA rules generally relate to rights of plan participants and the obligations of plan fidu-
ciaries.

? Annual benefits may in some cases exceed this dollar limitation under grandfather and
frapskition rules contained in the Tax Equity and Fiscal Responsibility Act of 1982 and other
egistation.




contributions, and forfeitures with respect to an individual under
all defined contribution plans of the same employer.

Taxation of distributions

Under present law, a distribution of benefits .fro_r'n a qualified

plan generally is includible in gross income in the year it is paid
or distributed, except to the extent the amount distributed rep-
resents the employee’s investment in the contract (i.e., basis). Spe-
cial rules apply to lump-sum distributions, distributions rolled over -
to an IRA, and distributions of employer securities. =~ = "
Early distributions from qualified plans generally are subject to
the same additional 10-percent early withdrawal tax that applies
to early distributions from IRAs. However, certain additional excep-
tions to the tax apply. For example, the penalty does not apply to
distributions used to pay medical expenses that exceed 7.5 percent
of adjusted gross income. Qualified plan distributions are also sub-
Ject to the excess distribution tax applicable to IRA distributions.

Qualified cash br deferred arrangements
Present law

As mentioned above, a qualified cash or deferred arrangement is
a type of qualified pension plan. Thus, such arrangements are sub-
ject to the rules generally applicable to qualified pension plans. In
addition, special rules apply to such arrangements.

A profit-sharing or stock bonus plan, a pre-ERISA money pur-
chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employée may elect to have the employer make
payments as contributions to a qualified plan on behalf of the em-
ployee, or to the employee directly in cash. Contributions inade at

the election of the employee are called elective deferrals. The maxi-

mum znnual amount of elective deferrals that can be made by an
individual is $9,240 for 1995. This dollar limit is indexed for infla-
tion in $500 increments. An employee’s elective deferrals must be
fully vested. A special nondiscrimination test applies to elective de-
ferrals under cash or deferred arrangements. _ _

The special nondiscrimination test applicable to elective deferrals
under qualified cash or deferred arrangements is satisfied if the ac-
tual deferral percentage (ADP) for eligible highly compensated em-
ployees for a plan year is equal to or less than either (1) 125 per-
cent of the ADP of all nonhighly compensated employees eligible to
defer under the arrangement, or (2) the lesser of 200 percent of the
ADP of all eligible nonhighly compensated employees or such ADP
plus 2 percentage points. The ADP for a group of employees is the
average of the ratios (calculated separately for each employee in
the group) of the contributions paid to the plan on behalf of the em-
ployee to the employee’s compensation. :

Employer matching contributions and after-tax employee con-
tributions under qualified defined contribution plans are subject to
a special nondiscrimination test similar to the special non-
discrimination test applicable to elective deferrals under qualified
cash or deferred arrangements.
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The special nondiscrimination test is satisfied for a plan year if
the actual contribution percentage (ACP) for eligible highly com-
pensated employees does not exceed the greater of (1) 125 percent
of the ACP for all other eligible employees, or (2) the lesser of 200
percent of the contribution percentage for all other eligible employ-
ees, or such percentage plus 2 percentage points. The ACP for a
group of employees for a plan year is the average of the ratios (cal-
culated separately for each employee in the group) of the sum of
matching and emplovee contributions on behalf of each such em-
ployee to the employee’s compensation for the year.

Legislative background

Special rules relating to qualified cash or deferred arrangements
were not initially eodified in the Internal Revenue Code. In Reve-
nue Ruling 56-497, the Internal Revenue Service (IRS) upheld the
tax-qualified status of a cash or deferred profit-sharing plan where,
in operation, over one-half of the employees who elected profit-
sharing contributions (deferral), rather than current compensation,
were among the lowest paid two-thirds of the employees who had
met the plan’s 3-year eligibility requirement.10

On December 6, 1972, the IRS issued proposed regulations which
called into question the tax treatment of employees covered by cash
or deferred profit-sharing plans. These proposed regulations were
withdrawn in July, 1978. Under the rules in effect at the time of
the proposed regulations, an employee was not taxed currently on
amounts the employee chose to have contributed to a tax-qualified
cash or deferred profit-sharing plan.

In order to allow time for Congressional study of this area,
ERISA provided for a temporary freeze of the status quo. Under
ERISA, the tax treatment of contributions to cash or deferred prof-
it-sharing plans in existence on June 27, 1974, was governed under
the law as it was applied prior to January 1, 1972,11 and this treat-
ment was to confinue at least through December 31, 1976, or (if
later) until regulations were issued in final form in this area,
which would change the pre-1872 administration of the law,

In the case of plans not in existence on June 27, 1974, contribu-
tions to a cash or deferred profit-sharing plan were treated as em-
ployee contributions (until January 1, 1977, or until new regula-
tions were prescribed in this area). This was intended to prevent
a situation where a new plan might begin in reliance on pre-1972
law before Congress determined what the law should be in the fu-
ture.

The Tax Reform Act of 1976 extended the temporary freeze of the
status quo until January 1, 1978, in order to allow additional time
for Congressional study of the area. The Foreign Earned Income
Act of 1978 (P.L. 95-615) extended these rules until the related pro-
visions of the Revenue Act of 1978 were effective (i.e., it extended
the treatment through 1979).

The Revenue Act of 1978 included statutory provisions governing
qualified cash or deferred arrangements. These provisions were en-

10 See also Rev. Rul. 63-180, 1963-2 C.B. 189, and Rev. Rul. 68-89, 1958-1 C.B. 402.

11 Accordingly, employer contributions to these cash or deferred profit-sharing plans were not
includible in the income of covered employees, provided the plans satisfied the requirements of
pre-1972 iaw and otherwise complied with the standards of the Code for tax-qualified plans.



acted because Congress el ha of the status quo
treatment of cash or deferred profit-sharing plans had prevented
employers from setting up new plans of this type for their employ-
ees. Originally, it was thought that a relatively short period of time
would be needed for Congressional study and that a permanent so-
lution would be in place by January 1, 1977. The Congress con-
cluded that the uncertainty caused by the state of the law had cre-
ated the need for a permanent solution which would permit em-
ployers to establish new cash or deferred arrangements. Also, the
Congress believed that prior law discriminated against employers
who had not established such arrangements by June 27, 1974,

Among other provisions relating to qualified cash or deferred ar-
rangements, the Revenue Act of 1978 included special non-
discrimination rules applicable to such arrangements, restrictions
on withdrawals of elective contributions, and as a requirement that
elective contributions be nonforfeitable. o

The Tax Reform Act of 1986 revised certain of the rules relating
to qualified cash or deferred arrangements. The changes were
made because Congress was concerned that the rules relating to
qualified cash or deferred arrangements under prior law encour-
aged employers to shift too large a portion of the share of the cost
of retirement savings to employees. Congress was also concerned
that the prior-law nondiscrimination rules permitted significant
contributions by highly compensated employees without com-
parable iartici ation by rank-and-file employees.

In making the changes, Congress recognized that individual re-
tirement savings play an important rele in providing for the retire-
ment income security of employees, but also believed that excessive
reliance on individual retirement savings (relative to employer-pro-
vided retirement savings) could result in inadequate retirement in-
come security for many rank-and-file employees.

Among other changes, the Tax Reform Act of 1986 modified the
nondiscrimination rules applicable to cash or deferred arrange-
ments to reduce the permitted disparity between contributions by
highly compensated and nonhighly compensated employees, modi-
fied the withdrawal restrictions on elective deferrals, and imposed
an annual dollar limit on elective deferrals. In addition, the Tax
Reform Act of 1986 provided that tax-exempt and governmental
employers cannot maintain cash or deferred arrangements.

C. Simplified Employee Pensions °

Under present law, certzin. employers (other than tax-exempt
and governmental employers) can establish a simplified employee
pension (SEP) for the benefit of their employees under which the
employees can elect to have contributions made to the SEP or to
receive the contributions in cash (sec. 408(k}¥6)). Amounts the em-
ployee elects to have contributed to the SEP are not includible in
gross income until withdrawn. Elective deferrals under a SEP are
to be treated in the same manner as elective deferrals under a
qualified cash or deferred arrangement and, thus, are subject to
the $9,240 (for 1995) cap on elective deferrals. Nonelective con-
tributions can also be made to SEPs by the employer. SEPs are
IRAs, and thus are generally subject to the same rules that apply
to IRAs. In addition, certain other rules apply.
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The election to have amounts contributed to a SEP or received
in cash is available only if at least 50 percent of the employees of
the employer elect to have amounts contributed to the SEP. In ad-
dition, such election is available for a taxable year only if the em-
ployer maintaining the SEP had 25 or fewer eligible employees at
all times during the prior taxable year.

Under present law, elective deferrals under SEPs are subject to
nondiscrimination standards. The amount eligible to be deferred as
a percentage of each highly compensated employee’s compensation
(i.e., the deferral percentage) is limited by the average deferral per-
centage (based solely on elective deferrals) for all nonhighly com-
pensated employees who are eligible to participate. The deferral
percentage for each highly compensated employee cannot exceed
125 percent of the average deferral percentage for all other eligible
employees. Nonelective SEP contributions may not be comhined
with the elective SEP deferrals for purposes of this test. An em-
ployer may not make any other SEP contributions conditioned on
elective SEP deferrals.

If any employee is eligible to make elective SEP deferrals, all em-
ployees satisfying the participation requirements must be eligible
to make elective SEP deferrals. An employee satisfies the participa-
tion requirements if the employee (1) has attained age 21, (2) has
performed services for the employer during at least 3 of the imme-
diately preceding 5 years, and (3) received at least $400 (for 1995)
in compensation from the employer for the year. An employee can
participate even though he or she is also a participant in one or
more other qualified retirement plans sponsored by the employer.
However, SEP contributions are added to the employer’s contribu-
tion to the other plans on the participant’s behalf in applying the
limits on contributions and benefits (sec. 415).

D. Other Tax Incentives for Saving

Tax-sheltered annuities

Tax-sheltered annuities are another form of employer-based re-
tirement plan that provide the same tax benefits as qualified plans
and IRAs. Employers may contribute to such annuities on behalf
of their employees, and employees may contribute on a pre-tax
basis through salary reduction. Tax-sheltered annuities are subject
to rules similar to some of the rules applicable to qualified plans.
Tax-sheltered annuity plans may be maintained only by certain
types of organizations, in particular, tax-exempt charitable organi-
zations and educational institutions.

Annuity contracts

Present law provides that income credited to a deferred annuity
contract is not currently includible in the gross income of the owner
of the contract nor is the income taxed to the insurance company
issuing the contract. No deduction is provided for, and no dollar
limits are imposed on, amounts used to purchase annuity contracts.
In general, amounts received by the owner of an annuity contract
before the annuity starting date (including loans under or secured
by the contract) are includible in gross income as ordinary income
to the extent that the cash value of the contract exceeds the own-



er's investment in the contract. In addition, a portion of each dis-
tribution received after the annuity starting date is treated as ordi-
nary income based on the ratio of the investment in the contract
to the total distributions expected to be received.

A 10-percent additional income tax is imposed on certain early
withdrawals under an annuity contract. This additional tax does
not apply to any distribution made after the owner of the contract
attains age 59-¥2, receives annuity payments under the contract, or
satisfies certain other requirements.

Life insurance

Under present law, the investment income (“inside buildup™)
earned on premiums credited under a life insurance policy gen-
erally is not subject to current taxation to the owner of the policy
or to the insurance company issuing the contract. This -favorable
tax treatment is available only if a life insurance contract meets
certain requirements designed to limit the investment character of
the contract. The contract must satisfy the statutory definition of
life insurance by meeting either of two statutory tests: the “cash
value accumulation” test, or the “guideline premium/cash value cor-
ridor” test. _ :

No deduction is provided for, and no dollar limits are imposed on,
amounts used by an individual to purchase life insurance contracts.

Death benefits paid under a life insurance contract are excluded
from income, so that neither the policyholder nor the policyholder’s
beneficiary is ever taxed on the inside buildup if the proceeds of
the policy are paid to the policyholder’s beneficiary by reason of the
death of the insured.

Distributions from a life insurance contract (other than a modi-
fied endowment contract) that are made prior to the death of the
insured generally are includible in income only to the extent that
the amounts distributed exceed the taxpayer’s basis in the contract;
such distributions generally are treated first as a tax-free recovery
of basis, and then as income. In the case of 2 modified endowment
contract, however, distributions are treated as income first, loans
are treated as distributions (i.e., income rather than basis recovery
first), and an additional 10-percent tax is imposed on the income
portion of distributions made before age 59-% and in certain other
circumstances.



ITI. DESCRIPTION OF PROPOSALS

A. The Savings and Investment Act of 1995 (S.12)12

In general

The Savings and Investment Incentive Act of 1995 (8. 12) would
phase out the income limits on the deductibility of traditional IRA
contributions and modify the definition of active participant during
the phase-out period. The bill would index the $2,000 {)imit on de-
ductible TRA contributions and coordinate the IRA deduction limit
with the limit on elective deferrals. In addition, the bill would per-
mit nondeductible contributions to a new IRA Plus account. With-
drawals from an IRA Plus would not be includible in income if at-
tributable to contributions that had been held in the IRA Plus ac-
count for at least 5 years. The limits on contributions to traditional
IRAs and IRA Plus accounts would be coordinated.

The bill would allow withdrawals from an IRA, a qualified cash
or deferred arrangement (sec. 401(k) plan), a tax-sheltered annuity
(sec. 403(b)), and a section 501(c)18) plan without imposition of the
10-percent early withdrawal tax to the extent the amount with-
drawn is used for the purchase of a first home, for certain edu-
cation expenses, or for catastrophic medical expenses. The bill
would also permit penalty-free withdrawals from IRAs by individ-
uals who have been unemployed for at least 12 weeks.

Expansion of present-law IRA deduction rules

The bill would increase the AGI limits applicable to deductible
IRA contributions for active participants in 1995, 1996, 1997, and
1998, Thereafter, the bill would repeal the limits on IRA deduc-
tions for active participants in employer-sponsored retirement
plans.

In the case of married taxpayers, for years before 1999, the IRA
deduction for active participants would be phased out between the
following AGI amounts: for 1995, $65,000 and $75,000; for 1996,
$90,000 and $100,000; for 1997, $115,000 and $125,000; and for
1998, $140,000 and $150,000. The bill would also provide that a
person is not considered an active participant merely because his
or her spouse is an active participant in an employer-sponsored re-
tirement plan.

In the case of single taxpayers, for years before 1999, the IRA de-
duction for active participants would be phased out between the
following AGI amounts: for 1995, $50,000 and $60,000; for 1996,
$75,000 and $85,000; for 1997, $100,000 and $110,000; and for
1998, $125,000 and $135,000.

The bill would provide that the IRA deduction limit for any indi-
vidual is coordinated with the limit on elective deferrals. Thus, an

12 8. 12 was introduced by Senators Roth, Breaux, Pryor, and Murkowski on January 4, 1995.
(20)
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individual’s deducti'ble cc;n_tn_butmns to an IRA and_eléctive defer-
rals could not exceed the annual limit on elective deferrals.

Spousal IRAs

The bill would permit deductible contributions up to the maxi-
mum IRA deduction limit for each spouse if the combined com-
pensation of both spouses is at least equal to the contributed
amount. For example, in 1995,-each spouse could make a deduct-
ible contribution of $2,000 to an IRA, provided the combined com-

ensation of both spouses is at least $4,000 (assuming the income
Fimits on deductible contributions for active participants do not
apply in this case).

Inflation adjustment for IRA deduction limit

Under the bill, the $2,000 limit on contributions that could be
made to an IRA would be indexed for inflation in $500 increments.

IRA investments in coins and metals

The bill would permit TRAs to acquire (1) any coin certified by
a recognized grading service and traded on a nationally recognized
electronic network or listed by a recognized wholesale reporting
service and which is (or was at any time) legal tender in the coun-
try of issuance or issued under the laws of any State, or (2) gold,
silver, platinum, or palladium bullion, if the coin or bullion in the
possession of the IRA trustee.

. Nondeductible tax-free IRAs

The bill would permit taxpayers to make nondeductible contribu-
tions to new IRA Plus accounts. Generally, IRA Plus accounts
would be treated in the same manner as and be subject to the same
rules applicable to deductible IRAs. However, a number of special
rules would apply.

Contributions to an IRA Plus would be nondeductible. The
amount of nondeductible contributions to an IRA Plus that could
be made for any taxable year would be tied to the limits for deduct-
ible IRAs, so that the aggregate amount of contributions to an JRA
Plus could not exceed the excess of (1) the IRA deduction limit for
the year (determined without regard to the rule coordinating the
IRA deduction limit with the elective deferral limit) over (2) the
amount of IRA contributions actually deducted for the year.

Any amount paid or clistributedy from an IRA Plus generally
would not be included in the gross income of the individual to
whom the distribution is made if the contributions to which the
distribution relates have been held in an IRA Plus account for at
least 5 years. However, earnings on distributions attributable to
contributions made during the 5-year peried ending on the day be-
fore the distribution would be included in gross income and, unless
an exception applied, would be subject to the 10-percent additional
tax on early withdrawals. _

In determining whether amounts are includible in income under
the 5-year rule, distributions would be treated as having been
made first from the earliest contributions (and earnings attrib-
utable to such contributions) remaining in the account at the time
of distribution and then from other contributions (and earnings) in
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the order made. Thus, distributions would be deemed to occur
under a first-in, first-out (FIFO) method. Any portion of a distribu-
tion allocated to a contribution and earnings would be allocated
first to the earnings on the contribution and then to the contribu-
tion. Earnings would be allocated to contributions in the manner
prescribed by the Secretary of the Treasury. All contributions made
during a taxable year would be treated as one contribution for pur-
poses of the 5-year rule.

As an example of the operation of the 5-year rule, assume that
an individual makes a $2,000 contribution to an JRA Plus on Janu-
ary 1, 1996, and a $2,000 contribution on January 1, 1997. Assume
that earnings on the contributions are 10 percent per year. On July
1, 2001, the IRA Plus account balance is {6,456, with $3,382 of the
balance attributable to the contribution made on January 1, 1996,
and $3,074 attributable to the contribution made on January 1,
1997. If the individual withdraws $3,000 on July 1, 2001, the entire
amount is attributable to the contribution made on January 1,
1996. Because the $2,000 contribution made on January 1, 1996,
satisfies the 5-year requirement, the entire $3,000 withdrawal is
not included in the taxpayer’s income. After the withdrawal, the ac-
count balance is $3,456, $382 ($3,382-$3,000) of which is attrib-
utabie to the January 1, 1996, contribution.

Assume that the taxpayer withdraws an additional $3,000 on Au-
gust 1, 2001, and that no additional earnings have been credited
to the account at that time. $382 is attributable to the January 1,
1996, contribution and, therefore, is not includibie in gross income.
The remaining $2,618 is attributable to the $2,000 contribution
made January 1, 1997, which does not satisfy the 5-year require-
ment. The taxpayer is deemed to withdraw earnings on the Janu-
ary 1, 1997, contribution first; thus, $1,074 is attributed to earn-
ings on the January 1, 1997, contribution and that amount is in-
cludible in the taxpayer’s income and subject to the 10-percent ad-
ditional tax on early withdrawals. $1,544 is a return of the January
1, 1997, contribution that is not includible in gross income. The re-
maining $456 in the IRA Plus is attributable to the January 1,
1997, contribution (but not to earnings, which have all been with-
drawn).

Rollover contributions would be permitted to an IRA Plus only to
the extent such contributions consist of a payment or distribution
from another IRA Plus. Such rollover contributions would not be
taken into account in determining the contribution limit for a tax-
able year. The normal IRA rollover rules would otherwise govern
the eligibility of withdrawals from IRA Plus accounts to be rolled
over. For purposes of the 5-year rule, the IRA Plus to which
amounts are rolled over would be treated as having held the
amounts during any period during which such contributions were
held in the IRA Plus to which the contributions were first made.

The bill would permit amounts withdrawn from IRAs to be trans-
ferred into an IRA Plus. The amount transferred would be includ-
ible in gross income in the year the withdrawal was made, except
that amounts transferred to an IRA Plus before January 1, 1997,
would be includible in income ratably over a 4-year period. The 10-
percent early withdrawal tax would not apply to amounts trans-
ferred from an IRA to an IRA Plus, '



Exceptions to early withdrawal tax
~ In general

The bill would provide exceptions to the 10-percent additional in-
come tax on early withdrawals in the case of distributions that are
(1) qualified first-time homebuyer distributions or {2} qualified
higher education distributions. The exceptions would be available
with respect to withdrawals from an IRA, including an IRA Plus,
or from amounts attributable to (1) elective deferrals to a qualified
cash or deferred arrangement (sec. 401(k) plan), (2) salary redue-
“tion contributions to a tax-sheltered annuity (sec. 403(b)), or (3)
contributions made to a plan described in section 501(c)(18). The
bill would extend to IRAs the availability of the qualified plan ex-
ception to the early withdrawal tax in the case of extraordinary
medical expenses and expand the scope of the exception. Finally,
the bill would provide an exemption to the tax for distributions
from IRAs to certain unemployed individuals.

Withdrawals by first-time homebiyers

Under the bill, the 10-percent additional income tax on early
withdrawals would be waived for withdrawals that are used within
60 days to pay costs (including reasonable settlement, financing, or
other closing costs) of acquiring, constructing, or reconstructing the
principal residence of a first-time homebuyer who is the taxpayer,
taxpayer’s spouse, or a child, grandchild, or ancestor of the tax-
payer or taxpayer’s spouse. A first-time homebuyer would be an in-
dividual who has not had an ownership interest in a principal resi-
dence during the 2-year pericd ending on the date of acquisition of
the principal residence to which the withdrawal relates. The bill
would require that the spouse of the taxpayer also meet this re-
quirement as of the date the contract is entered into or construc-
tion commences. The date of acquisition would be the date the indi-
vidual enters into a binding contract to purchase a principal resi-
dence or begins construction or reconstruction of sucl?z a residence.
Principal residence would be defined as under the provisions relat-
1%% ‘5) the rollover of gain on the sale of a principal residence (sec.
1 X

Under the bill, any amount withdrawn for the purchase of a
principal residence would be required to be used within 60 days of
the date of withdrawal. The 10-percent additional income tax on
early withdrawals would be imposed with respect to any amount
not so used. However, in the case of withdrawals from an IRA, if
the 60-day rule could not be satisfied due to a delay in the acquisi-
tion of the residence, the taxpayer would be able to recontribute all
or part of the amount withdrawn to the IRA prior to the end of the
60-day period without adverse tax consequences. Any amount
recontributed would be treated as a rollover contribution without
regard to the limitations on the frequency of TRA-to-IRA rollovers.

-Withdrawals for education expenses

Under the bill, withdrawals used by a taxpayer during the year
for qualified higher education expenses would not be subject to the
10-percent additional income tax on early withdrawals. Qualified
higher education expenses would be defined as tuition, fees, books,
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supplies, and equipment required for courses at an eligible edu-
cational institution, as defined under the provisions relating to edu-
cation savings bonds (sec. 135). Amounts withdrawn would be
available for use for the education of the taxpayer or the taxpayer's
spouse, or a child, grandchild, or ancestor of the taxpayer or the
taxpayer’s spouse.

The amount that could be withdrawn for education expenses for
a taxable year without imposition of the 10-percent additional tax
would be reduced by any amount that is excludable from the tax.
able income of the taxpayer under the provisions relating to edu-
cation savings bonds (sec. 135).

Financially devdstating medical expenses

The bill would provide that the present-law exception to the
early withdrawal tax for medical expenses in excess of 7.5 percent
of adjusted gross income would be availabie in the case of with-
drawals from IRAs as well as qualified pension plans. In addition,
the exemption would be expanded to apply to medical expenses of
a child, grandchild, or ancestor of the taxpayer or the taxpayer’s
spouse, whether or not that individual is a Xependent of the tax-
payer for income tax purposes.

Distributions to unemployed individuals

The bill would exempt from the early withdrawal tax distribu-
tions from an IRA to an individual who has received unemployment
compensation for at ieast 12 consecutive weeks under any Federal
or State unemployment compensation law if the distribution is
made during the taxable year such unemployment compensation is
paid or the next taxable year.

Effective dates

The bill would generally be effective for years beginning after De-
cember 31, 1994. The provisions relating to exceptions from the 10-
percent early withdrawal tax would be effective for distributions
after the date of enactment.

B. American Dream Restoration Act (H.R. 6) 13

In general

The bill would permit individuals to establish and maintain an
American Dream gavings (ADS) account to which they could make
nondeductible contributions. If certain requirements are satisfied,
distributions from an ADS account would not be includible in gross
income.

Nondeductible tax-free IRAs

The bill would permit individuals to make nondeductible con-
tributions to an ADS account. Contributions to an ADS account
would be in addition to any contributions that can be made to an
IRA under the present-law rules. An ADS account would be an IRA
which is designated at the time of establishment as an ADS ac-
count. Qualified distributions from an ADS account would not be

2 H.R. 6 was introduced by Representative Crane and others on January 4, 1995, as part
of the “Contract with America.”
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includible in income. In general, ADS accounts would be treated
the same as IRAs. Some special rules would also apply.

The maximum annual contribution that could be made to an
ADS account would be the lesser of $2,000 or the individual’s com-

pensation (earned income in the case of self-employed individuals)

for the year. In the case of a married couple, the aggregate com-
pensation of the couple would be taken into account in determining
the maximum permitted contribution. Thus, for example, in 1996
both spouses in a married couple could each make an ADS con-
tribution of $2,000 (for a total contribution by the couple of $4,000),

rovided the couple has at least $4,000 in compensation. The
52,000 contribution limit would be adjusted annuaily for inflation
beginning after 1996. Inflation adjustments would be rounded to
the nearest $50. -

Contributions to an ADS account could be made even after the
individual for whom the account is maintained has attained age 70-
¥2, and the minimum distribution rules that apply to IRAs would
not apply to ADS accounts.14

Qualified distributions from an ADS account would not be includ-’
ible in gross income, nor subject to the additional 10-percent tax on
early withdrawals. A qualified distribution would be a distribution
that is made after the 5-taxable year period 1% beginning with the
first taxable year in which the individual made a contribution to
an ADS account, and (2) which is (a) made on or after the date on
which the individual attains age 59-V2, (b) made to a beneficiary
(or to the individual’s estate) on or after the death of the individ-
ual, (c) attributable to the individual’s being disabled, or (d) a
qualified special purpose distribution.

Qualified special purpose distributions would be distributions for
the purchase or acquisition of a principal residence of a first-time
homebuyer, for higher education expenses of the taxpayer, the tax-
payer’s spouse, or the taxpayer’s child or grandchild, for medical
expenses, or for long-term care insurance premiums. o

Distributions from an ADS account other than qualified distribu-
tions would be includible in gross income under the rules applica-
ble to distributions from IRAs and subject to the 10-percent tax on
early withdrawals. .

Distributions from ADS accounts could be rolled over tax free to
another ADS account. In addition, amounts withdrawn from an
IRA could be rolled over to an ADS account after December 31,
1995, and before January 1, 1998. The amount rolled over would
be included in gross income ratably over a 4-taxable year period.
The early withdrawal tax would not apply to such rollovers.

Effective date

The provision would be effective for taxable years beginning after
December 31, 1995.

4 In general, the minimum distribution rules require that distributions from an IRA must
begin no later than age 70-}2, Tax penalties are imposed if minimum distributions are not made
as required.

5 In the case of rollover contributions that are not from another ADS account, the 5-year
holding period would begin on the date on which the rollover was made.
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C. Administration Proposal 18

Deductible IRA contributions

The proposal would increase the income limits at which the IRA
deduction is phased out for active participants in employer-spon-
sored retirement plans. The maximum IRA deduction would be
phased out between $80,000 and $100,000 of AGI for married tax.
payers and between $50,000 and $70,000 of AGI for single tax-
payers. These limits, and the $2,000 limit on deductible IRA con-
tributions, would be indexed for inflation beginning after 1996.

The IRA deduction limit would be coordinated with the limit on
elective deferrals so that the maximum allowable IRA deduction for
a year could not exceed the excess of the elective deferral limit over
the amount of elective deferrals made by the individual.

The proposal would provide that the exception to the early with-
drawal tax for distributions after age 59-1% does not apply to
amounts that have been held in an IRA for less than 5 years.

Nondeductible IRAs

Individuals who are eligible to make deductible IRA contribu-
tions would also be eligible to make nondeductible contributions to
a new “Special TRA”, Special IRAs generally would be treated the
same as IRAs, but also would be subject to special rules. The IRA
deduction limit and the limit on contributions to Special IRAs
would be coordinated. Thus, the maximum contribution that could
be made in 2 year to a Special IRA would be the excess of the IRS
deduction limit applicable to the individual over the amount of de-
ductible IRA contributions. Distributions from Special IRAs would
not be includible in income to the extent attributable to contribu-
tions that had been in the Special IRA for at least five years. With-
drawals of earnings from Special IRAs before five years would be
subject to income tax, and would also be subject to the 10-percent
tax on early withdrawals (even if made after reaching age 59-1%,
unless an exception to the tax applies.

An individual whose AGI for a year falls below the upper end of
the eligibility thresholds for deductible IRAs could convert an exist-
ing IRA into a Special IRA without being subject to the 10-percent
tax on early withdrawals. The amount transferred from the deduc-
ible IRA to the Special IRA generally would be includible in the in-
dividual’s income in the year of the transfer, However, if a transfer
is made before 1997, the amount to be included in the individual's
income with respect to the transfer would be spread evenly over 4
taxable years. :

Exceptions to the early withdrawal tax

The proposal would provide exemptions from the 10-percent early
withdrawal for distributions from IRAs or Special IRAs used for
certain purposes. Penalty-free withdrawals could be made for (1)
qualified higher education expenses, (2) acquisition of a principal
residence for a first-time homebuyer, and (3) distributions to indi-
viduals who have been receiving unemployment compensation for

'® The Administration proposal is contained in President Clinton's fiscal year 1996 budget
proposal,
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at least 12 consecutive weeks. The proposal also would extend to
IRAs the exception for distributions from qualified plans for ex-
traordinary medical expenses and would expand the scope of the
exception. :

Qualified higher education expenses generally would be those
meeting the requirements for tuition and fees at most colleges and
universities and certain vocational schools. A taxpayer could make
a penalty-free IRA withdrawal for the qualified higher education
expenses of the taxpayer, the taxpayer’s spouse, the taxpayer’s de-
pendent, or any child or grandchild of the taxpayer (even if not a
dependent for tax purposes).

First-time homebuyers would be individuals who did not own an
interest in a principal residence during the three years prior to the
purchase of a home and who were not in an extended period for
rolling over the gain from the sale of a principal residence. Penalty-
free IRA withdrawals could be made for the acquisition, construc-
tion, or reconstruction costs of a principal residence for a first-time
homebuyer who is the taxpayer or the taxpayer’s spouse, child, or
grandchild.

An unemployed individual would be permitted to make a pen-
alty-free IRA withdrawal if the individual has received unemploy-
ment compensation for at least twelve consecutive weeks during
the taxable year in which the withdrawal is made or the preceding
taxable year.

The proposal would extend to IRAs the present-law exception to
the early withdrawal tax for distributions from tax-qualified plans
for medical care expenses exceeding 7-¥z percent of adjusted gross
income. The proposal would extend the exception to apply to medi-
cal expenses of the taxpayer’s child, grandchild, parent, or grand-
parent, regardless of whether such person would otherwise qualify
as the taxpayer’s dependent. In addition, for this purpose, the defi-
nition of medical care would include qualified long-term care serv-
ices for incapacitated individuals. Qualified long-term care services
generally would be services that are required by an incapacitated
individual, where the primary purpose of the services is to provide
needed assistance with any activity of daily living or protection
from threats to health and safety due to severe cognitive impair-
ment. An incapacitated individual generally would be a person who
is certified by a licensed professional within the preceding 12-
month period as being unable to perform (without substantial as-
sistance) at least two activities of daily living, or as having severe
cognitive impairment.

Effective date

The proposal would generally be effective for taxable years begin-
ning after December 31, 1995.

87-842 95-3
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Spousal IRAs

The bill would permit deductible IRA contributions of up to
$2,000 to be made for each spouse if the combined compensation
of both spouses is at least equal to the contributed amount. Thus,
for example, each spouse could make up to a $2,000 contribution
to an IRA if the combined compensation of both spouses is at least
$4,000. The present-law income limitations on IRA deductions for
acti;re participants in employer-sponsored plans would continue to
apply.

Effective date

Thegbill would be effective for years beginning after December
31, 1994.

E. PRIME Retirement Accounts for Small Business
Simplified retirement plan

The proposal would create a simplified retirement plan for small
business called the private retirement incentives matched by em-
ployers (PRIME) account.

A PRIME retirement account would allow employees to make
contributions under a qualified salary reduction arrangement to an
IRA. A qualified salary reduction arrangement would be a written
arrangement of an eligible employer under which an employee
could make elective salary reduction contributions to a PRIME re-
tirement account. The amount of such contributions would have to
be expressed as a percentage of the employee’s compensation, and
could not exceed one-half of the limit on elective deferrals in effect
for the year.18 The employer would be required to match employee
salary reduction contributions to the extent such contributions do
not exceed 3 percent of the employee’s compensation.

Only employers who normally employ fewer than 100 employees
on any day during the year and who do not maintain a qualified
plan could establish PRIME retirement accounts for their employ-
ees. For this purpose, a qualified plan would include a gualified re-
tirement plan described in section 401(a), a qualified annuity plan
(sec. 403(a)), a governmental plan, a tax-sheltered annuity (sec.
403(b)), and a simplified employee pension (sec. 408(k)).

All contributions to an employee’s PRIME retirement account
would be 100 percent vested. No nondiscrimination rules would
apply to PRIME retirement accounts.

Tax treatment of PRIME retirement accounts

Contributions to an employee’s PRIME account would not be in-
cludible in gross income. Distributions from a PRIME retirement
?ﬁcgéxnt generally would be taxed under the rules applicable to

Eaﬂy withdrawals from a PRIME retirement account generally
would be subject to an additional tax on certain early withdrawals.

17 8. 287 was introduced by Senator Hutchison and others on January 26, 1995,
8 As described above, the limit on elective deferrals for 1995 is $9,240.



29
sh or D

F. Simplified Qualified d Arrangements

In general

The proposal would adopt safe harbors which would permit a
cash or deferred arrangement to satisfy the special nondiscrimina-
tion tests applicable to elective deferrals and employer matching
contributions through plan design, rather than through the testing -
of actual contributions.

Under these safe harbor rules, a cash or deferred arrangement
would be treated as satisfying the actual deferral percentage test
if the plan of which the arrangement is a part (or any other plan
of the employer maintained with respect to the employees eligible
to participate in the cash or deferred arrangement) meets {1) one
of two contribution requirements and (2) a notice requirement. A
plan would satisfy the safe harbor with respect to matching con-
tributions if (1) the plan meets the contribution and notice require-
ments under the safe harbor for cash or deferred arrangements and
(2) the plan satisfies a spec1a1 limitation on matchmg contnbutlons

Safe harbor for cash or deferred arrangements

Contribution requirements

A plan would satisfy the contiribution requirements under the
safe harbor rule for qualified cash or deferred arrangements if the
plan (1) satisfies a matching contribution requirement or (2) the
employer makes a nonelective contribution to a defined contribu-
tion plan of at least 3 percent of an employee’s compensation on be-
half of each nonhighly compensated employee who is eligible to
participate in the arrangement without regard to whether the em-
ployee makes elective contributions under the arrangement.

A plan would satisfy the matching contribution requirement if,
under the arrangement: (1) the employer makes a matching con-
tribution on behalf of each nonhighly compensated employee that
is equal to {(a) 100 percent of the employee’s elective contributions
up to 3 percent of compensation and (b) 50 percent of the employ-
ee’s elective contributions from 3 to 5 percent of compensation; and
(2) the level of match for highly compensated employees is not
greater than the match rate for nonhighly compensated employees
at any level of compensation.

Alternatively, if the matching contribution requirement is not
satisfied at some level of employee compensation, the requirement
would be deemed to be satisfied if (1) the level of employer match-
ing contributions does not increase as employee elective contribu-
tions increase and (2) the aggregate amount of matching contribu-
tions with respect to elective contributions up to that level of com-
pensation at least equals the amount of matching contributions
that would be made if matching contributions satisfied the percent-
age requirements. For example, the alternative test would be satis-
fied if an employer matches 125 percent of an employee’s elective
contributions up to the first 3 percent of compensation, 25 percent
of elective deferrals from 3 to 4 percent of compensation, and pro-
vides no match thereafter. This is because the employer match does
not increase and the aggregate amount of matching contributions
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is at least equal to the matching contributions required under the
general safe harbor rule.

An arrangement would not satisfy the contribution requirements
unless the requirements are met without regard to the permitted
disparity rules (sec. 401(1)), and contributions used to satisfy the
contribution requirements could not be taken into account for pur-
poses of determining whether a plan of the employer satisfies the
permitted disparity rules.

Employer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules would have
to be nonforfeitable and subject to the restrictions on withdrawals
that apply to an employee’s elective deferrals under a gualified
cash or deferred arrangement (sec. 401(k)}2)B) and (C)).

Notice requirement

The notice requirement would be satisfied if each employee eligi-
ble to participate in the arrangement is given written nofice, with
a reasonable period before any year, of the employee’s rights and
obligations under the arrangement. This notice must be sufficiently
accurate and comprehensive to apprise the employee of his or her
rights and obligations and must be written in a manner calculated
to be understood by the average employee eligible to participate.

Alternative method of satisfying special nondiscrimination
test for matching contributions

The proposal would provide a safe harbor method of satisfying
the special nondiscrimination test applicable to employer matching
contributions. Under this safe harbor, a plan would be treated as
meeting the special nondiscrimination test if (1) the plan meets the
contribution and notice requirements applicable under the safe har-
bor method of satisfying the special nondiscrimination requirement
for qualified cash or deferred arrangements, and (2) the plan satis-
fies a special limitation on matching contributions. After-tax em-
ployee contributions would continue to be tested separately under
the ACP test. _

The limitation on matching contributions would be satisfied if (1)
the matching contributions on behalf of any employee may not be
made with respect to employee contributions or elective deferrals in
excess of 6 percent of compensation and (2) the level of an employ-
er’'s matching contribution does not increase as an employee’s con-
tributions or elective deferrals increase.

Effective date

The proposal would be effective for years beginning after Decem-
ber 31, 1995.




IV. ECONOMIC ANALYSIS OF IRAS GENERALLY

A. Comparison of Deductible IRAs, back-end IRAs, and
Nondeductible IRAs

1. General comparison of IRAs

Present law and proposals to create back-end IRAs present the
taxpayer with three different tax-preferred saving vehicles, each of
which is called an Individual Retirement Arrangement: deductible
IRAs, back-end TRAs, and nondeductible IRAs. In general, the de-
ductible IRA and back-end IRA both offer the taxpayer a greater
after-tax return than does the nondeductible IRA, The difference in
return arises because the deductible and back-end JRAs effectively
exempt earnings on invested funds from tax, while the nondeduct-
ible IRA taxes the earnings, but on a deferred basis.

Deductible IRAs

Deductible IRAs allow taxpayers to deduct IRA contributions
from income in the year contributed, but include the entire amount
in income when withdrawn. There are two potential advantages of
deductible IRAs over fully taxable savings vehicies. First, taxpayers
earn a tax-free rate of return on IRA investments. Second, tax-
payers postpone taxation of the contribution until the contributions
are withdrawn, at which time they may be taxed at a lower rate
than when the contribution is made. o o

The following example illustrates why a deductible IRA invest-
ment receives a tax-free rate of return. Assume a taxpayer with a
marginal tax rate of 28 percent contributes $1,000 to an IRA. The
initial savings from the IRA is $280, the tax that would have been
‘paid on the $1,000. For the purpose of this example, assume that
the taxpayer withdraws the funds after 1 year without penalty. If
the annual rate of return on the IRA assets is 10 percent, the value
of the IRA is $1,100, total tax due is $308, and the taxpayer is left
with $792. Notice that if the taxpayer had paid the initial tax of
$280 and invested the remaining $720 at 10 percent, then the tax-
payer would have had $792 after one year. If the income had not
been invested in an IRA, the taxpayer would have to pay tax on
$72 dollars of earnings, and would be left with $771.84 after pay-
ment of taxes. The value of the IRA is that the taxpayer does not
have to pay additional tax. Thus, the deductible IRA allows the
taxpayer to get a tax-free rate of return on an investment of $720.

This analysis is independent of the number of years the IRA in-
vestment is held. The wvalue of the tax exemption, however, in-
creases with the number of years the IRA is held. For instance, if
in the above example, the taxpayer holds the IRA for 10 years, the
IRA would be worth $1,867, whereas a fully taxed investment
would be worth $1,443 after 10 years. '

(3L
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The deductible IRA investment can be viewed as an investment
that is jointly owned by the government and the taxpayer. The gov-
ernment’s ownership share is equal to the tax rate (28 percent in
the above example). When the IRA funds are withdrawn, the gov-
ernment receives its share of the funds. In the above example,
when the funds are withdrawn after one year, the government re-
ceives 28 percent of $1,100 ($308), and the taxpayer receives 72
percent of $1,100 ($792). The taxpayer pays no tax on the earnings
attributable to the taxpayer’s share of the investment, and thus re-
ceives a tax-free rate of return on the investment. This is one ad-
vantage of investing through an IRA.

A second advantage of a deductible IRA arises if the taxpayers
marginal tax rate in the year the funds are withdrawn is lower
than the marginal tax rate in the year of the contribution. Because
the government’s share of the investment is equal to the taxpayer’s
tax rate in the year the funds are withdrawn, the lower the tax
rate prevailing at that time, the smaller the government’s share.
In the example above, for instance, if the tax rate when the funds
are withdrawn is 15 percent, then the tax paid after 1 year would
be $165. Not only does the taxpayer receive a tax-free rate of re-
turn on the taxpayer’s share of the investment, but the taxpayer
share of the investment is 85 percent rather than 72 percent.

Tax rates might be lower at the time the funds are withdrawn
because the beneficiaries may be receiving untaxed social security
benefits and reduced taxable income from other sources. However,
the marginal tax rate could be lower or higher because tax rate
schedules may change over time.

Back-end IRAs

From an economic perspective, back-end IRAs are similar to de-
ductible IRAs. With a back-end IRA, the taxpayer does not deduct
the IRA contribution from income, but pays no tax when the funds
are withdrawn. In other words, the government takes its share be-
fore the funds are invested. The taxpayer is never taxed on the in-
terest earned on the investmert, and thus earns a tax-free rate of
return on the IRA investment. This is the same tax benefit pro-
vided to deductible IRAs.

However, in the case of the back-end IRA, the tax is paid on the
initial contribution at the time of contribution, and in the case of
the deductible IRA, the tax is paid on the initial contribution at the
time of withdrawal. In effect, the government’s share of the back-
end IRA is equal to the taxpayer’s marginal tax rate at the time
the funds are contributed, whereas the government’s share of the
deductible IRA is equal to the taxpayer's marginal tax rate at the
time the funds are withdrawn. Whether the deductible TRA and
back-end IRA are economically equivalent depends on the dif-
ference between the taxpayer’s marginal tax rate in the year the
contribution is made and the taxpayer’s marginal tax rate in the
year the IRA funds are withdrawn.

If these two marginal tax rates are equal, then the back-end IRA
provides the same overall benefits as the deductible IRA. For exam-
ple, if a taxpayer earns $1,000 and chooses to use it for a back-end
IRA, the taxpayer first pays tax on it. If the taxpayer's marginal
tax rate is 28 percent, the taxpayer will have $720 to invest. After




1 year earning interest at 10 per year, the taxpayer has
$792, the same amount that the taxpayer has in the deductibl
IRA example above. :

If the tax rate in the year the contribution is made is different
from the tax rate in the year the funds are withdrawn, then the
deductible JRA and the back-end IRA are no longer equivalent.
When tax rates decrease over time {(either because tax rates change
or taxpayers fall into lower tax brackets), the deductible IRA is
more advantageous, because it permits taxpayers to defer payment
of tax until tax rates are lower. When tax rates increase over time,
a back-end IRA is more tax-favored.

Nondeductible IRAs

Present law permits taxpayers who cannot make the maximum
amount of deductible IRA contributions (because they are covered
under an employer-provided pension plan and their income exceeds
the dollar limits) to make nondeductible contributions to IRAs. Un-
like back-end IRAs, earnings on present-law nondeductible IRA
contributions are includible in income when withdrawn. The tax
advantage of these IRAs is that taxes on earnings are deferred,
rather than assessed annually., This permits the earnings to
compound faster than with annual taxation of earnings. This ad-
vantage is the same advantage implicit in the tax treatment of the
earnings on deferred annuities, which are taxed when the annu-
ities are paid rather than when the earnings accrue.

For example, compare the accurmnulation of income for an investor
with a 28-percent marginal tax rate on $720 which is invested for
a period of 10 years at an 10 percent annual rate of return. If the
earnings are taxed annually, the total available funds at the end
of 10 years would be $1,443.05. The investor’s annual after-tax re-
turn is 7.2 percent. If the tax is deferred for 10 years and assessed
on the accumulated interest at the end of the 10-year period at a
28-percent marginal tax rate, the value of the taxpaver’s invest-
ment would be $1,344.60, which represents an annual return of 7.9
percent. Unlike the deductible and back-end IRAs discussed above,
the after-tax rate of return of investment in a nondeductible IRA
increases as the holding period increases; as the holding period in-
creases, accumulated earnings inerease, and thus the value of de-
ferring tax on the accumulated earnings increases.

Summary

Table 1 compares the funds available after 10 years to a tax-
payer who saves $1,000 of pre-tax income in a deductible IRA, a
back-end IRA, and a nondeductible IRA, assuming that no penalty
tax applies and that the rate of return on the IRA assets is 10 per-
cent per year. The tax rate in the year contributed is labeled tq,
and the tax rate in the year the funds are withdrawn is labeled tyq.
Table 1 also summarizes the timing of the Federal Government’s
tax receipts.

As was noted above, the difference in the funds available to the
taxpayer investing $1,000 of pre-tax income in the deductible IRA
compared to the back-end IRA depends only on the difference be-
tween the marginal tax rate the taxpayer faces in the year the
funds are contributed, to, and the marginal tax rate in the year the
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funds are withdrawn, t\s. The funds available in the nondeductible
IRA are always smaller than those in the back-end IRA. Both of
these IRAs tax the contribution at a tax rate o but the back-end
IRA effectively exempts earnings from additional tax, whereas the
nondeductible IRA only defers earnings from tax.




Table 1.— Funds Available to Taxpayer and Pattern of Tax Receipts Under Deductible IRA,
IRA, and Nondeductible IRA

Taxpayer has $1,000 of pre-tax income to invest in IRA, and the annual rate of return on [RA assets is 10 percent.

t, = marginai tax rate in year of [RA contribution
tyo = marginal tax rate in year of IRA withdrawal

Funds Available to Taxpaver After 10 Years

Funds Funds ’ ' Funds
contributed to available after Taxes due in vear 10 available after tax
IRA 10 years ) ] in year 10
Deductible IRA .. ...... . ... $1,000 $2,504 2,594 (t,;) 2.594 (1-t,)
Back-endIRA .. ... ... ... ... $1,000 (1-t,,) $2,594 (1-1,0) ¢ 2,594 (1)
Nondeductible IRA .. ..., ..., $1,000 (1-t,) " $2,594 (1-t,,) $(2,594-1.000) (I-to)t,, 2,594 (1-,)-51,594 (1)t

Pattern of Income Tax Payments Under Three IRAs

Tax
payments in
Current Year Year 1-9 Year 10
Deductible IRA .. ... ... . ... 0 0 32,594 (1,,)
Back-end IRA . ............... ... ... .. $1,000 [ 0

Nondeductible IRA .. .. ............ .. ... .. . . . . . . ... ... ... $1.000 0 $1.594 (-t gty

Gg




Exampie: t,=.28, t,,~.28

Funds Funds Funds
contributed to availabie after Taxes due in year 10 available afier tax
IRA 10 years in year 10
Deductible RA . ..., .. . . $1,000 $2,594 $726 31,868
Back-end IRA .. .. ... .. . 3720 $1.868 0 31,868
Nondeductible IRA R 3720 $1,868 $321 $1,547
Tax
payments in
Current Year Year }-9 Year 10
Deductible IRA . . ... ... ... .. o} [y 3726
Back-end TRA .. ... ... $280 ] 1]
Nondeductible IRA .. ... ... ... .. .. $280

0 $321

9t
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2. Other potential differences between deductible TRAs and
back-end IRAs

The deductible and back-end IRAs may have a number of dif-
ferences in addition to those due to differences in marginal tax
rates. These differences involve the contribution limit, the holding
period requirement, the penalty for early withdrawals, and the
interaction with social security benefits.

Contribution limit

Assume the contribution limit applied to back-end IRAs is the
same as that presently applicable to deductible IRAs, $2,000. Con-
tributions to a deductible IRA are limited to $2,000 of pre-tax in-
come, whereas contributions to a back-end IRA are limited to
$2,000 of after-tax income. The $2,000 back-end TRA contribution’
limit effectively increases the amount of tax-free saving that can he
invested in the back-end IRA relative to the deductible IRA. The
following example illustrates this difference. In the case of a tax-
payer with a marginal tax rate of 28 percent who contributes
$2,000 to a deductible IRA earning 10 percent per year, the IRA
balance will be $2,200 after one year. The taxpayer will owe $616
in tax, leaving $1,584. This is equivalent to the taxpayer having
paid an initial tax of $560, or 28 percent of $2,000, and investing
the remaining $1,440 at an after-tax return of 10 percent. Thus the
$2,000-limit on pre-tax income is like a limit of $1,440 on after-tax
income for a taxpayer with a 28-percent marginal tax rate. If in-
stead the investor had contributed $2,000 to a back-end IRA, the
funds available to the taxpayer after one year would be the full
$2,200, since no additional tax would be due.2® The difference in
the limits is only valuable to taxpayers who want to invest more
than $2,000 of pre-tax income in an IRA. However, according to the
Taxpayer Usage Survey, in 1984, approximately 75 percent of all
IRA contributors contributed the maximum permissible amount, in-
dicating that this difference between the deductible IRA and the
back-end IRA may be significant for a large number of taxpayers.

Holding period and penalties for early withdrawal

Funds in a deductible IRA that are withdrawn' within five years -
and are withdrawn before age 59-12 are subject to a 10-percent ad-
ditional tax, unless certain exceptions apply. In contrast, some pro-
posals would permit funds invested in an IRA to be withdrawn
after only five years without additional tax. Thus, such proposals
would provide benefits for taxpayers who plan to keep funds in-
vested for a relatively short period of time, as well as for taxpayers
who have longer investment horizons.2!

20 More generally, for a taxpayer facing o marginal tax rate of t, the equivalent contribution
limit for a deductible IRA is C/(1-t} where C is the contribution limit for the back-end IRA,

2! Note that for taxpayers older than age 54-32, the required holding period for new contribu-
tions will actually be shorter for deductible IRAs than for propoesals that require a five-year
holding period (because of the age 59-% rule for deductible IRAs). Thus, older taxpayers may
prefer to contribute to deductible IRAs.
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Treatment of IRA withdrawals for purposes of taxing social
security benefits

Another potential difference between the deductible and the
back-end IRAs is the effect of withdrawals on the taxation of social
security benefits. Under present law, social security benefits are ex-
empt from tax except for taxpayers whose income exceeds certain
income thresholds. The income thresholds are defined by reference
to modified adjusted gross income (AGI). Modified AGI is the tax-
payer’s AGI increased by the amount of interest received or ac-
crued by the taxpayer during the taxable year that is otherwise ex-
empt from tax. The IRS has stated that tax-exempt interest re-
quired to be included in modified AGI is the amount of interest on
tax-exempt obligations received or accrued by the taxpaver during
the taxable year.22 Interest earnings that accrue on contributions
to a deductible IRA are arguably not included in modified AGI be-
cause tax on such earnings is deferred, rather than exempt. How-
ever, taxable distributions from the taxpayer’s IRA are part of AGI
and consequently are part of modified AGI. Since distributions
from a deductible IRA are taxable, but those from a2 back-end IRA
are not, distributions from a deductible IRA are included in the
taxpayer’s modified AGI, but distributions from a back-end IRA are
not, except perhaps to the extent that the amounts attr.butable to
the earnings on back-end IRA contributions are deemed to be ex-
empt interest required to be included in modified AGI.23

This may be an additional advantage of the back-end IRA for
taxpayers who are making withdrawals from IRAs when they are
also receiving social security benefits. However, it is an advantage
only for taxpayers who expect their incomes to be close enough to
the threshold income level that distributions from IRAs make them
exceed that level,

3. Eligibility for deductible IRAs under present law

Both present law and proposals to modify IRAs limit IRAs to tax-
payers with earned income. Thus, the 25 percent of tax returns
that report no earned income cannot contribute to an IRA, and will
not be affected by the proposals.2+

Table 2 focuses on taxpayers with earned income. Under present
law, taxpayers who are covered by employer-sponsored pension
plans and whose income exceeds certain thresholds are not eligible
to make deductible IRA contributions. These restrictions prohibit
29 percent of all tax returns with earned income from claiming de-
ductible IRA contributions, and limit eligibility for an additional 15
percent.

The percentage of taxpayers eligible to make deductible IRA con-
tributions differs significantly by filing status and by number of
earners. For instance, 45 percent of joint returns with two earners,
33 percent of joint returns with one earner, and 18 percent of all
returns of taxpayers who are single, head of household, or married
filing separately cannot claim any deductible TRA contributions.
Taxpayers in the phaseout range can claim some deductible IRA

22 Rev. Rul. 84-173, 1984-2 C.B. 16. .

23 Present law is unclear on this point. See Code section 86 and its legislative history.

243, 287 does not require both spouses to have earned income, but limits total contributions
by reference to the combined earned income of the couple.
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contributions, but less than the

the
turns with two earners, 12 percent of joint returns with one earner,
and 16 percent of the single, head of household, and married filing
separately returns fall in this category. On average, these tax-
payers can contribute roughly 50 percent of the maximum contribu-
tion amount.

maximum; 14 percent of joint re-
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Table 2. — Eligibility of Taxpayers With Earned Income to
Make Deductible IRA Contributions Under

Present Law, Projected 1995 Returas'

Returns with earned income

Percent
cligible Percent
for not
Adjusted gross income Returns maximum Percent eligible
{thou- deductible  in phaseout  for any
sands) IRA contri- range IRA
bution deduction
Joint Returns With Two
Earners
Less than $10,600 ... ... ........ 653 1000 0.0 G.0
$10,000t0 20000 . ... ...... ... 1,439 100.0 0.0 0.0
$20,000t0 $30,000 .. . ...... . ... 1,985 100.0 0.0 0.0
$30,00010 340,000 . ..... ... ... 2,360 100.C¢ 0.0 0.0
$40,000t0 850,000 . ............ 2,073 67.1 33.0 0.0
$50,00010 $75,000 ... .......... 3,547 11.4 358 52.8
$75,000t0 $100,000 . . .......... 1,667 8.2 0.1 91.8
$100,000 to $200,000 ... ........ 1,477 129 0.0 87.1
$200000andover . ............. 682 9.8 0.0 90.2
All income classes .. ......... 15,883 54.3 12.3 334
Average dollars eligible
PErFeturn . ........ ..o 1$2,145 81,356 ———
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Make Deductible IRA Contributions Under
Present Law, Projected 1995 Returns

Returns with earned income

Percent
elligible Percent
for not
Adjusted gross income Returns maximum Percent eligible
(thou- deductible  in phaseout for any
sands) TRA contri- range IRA
bution deduction
Joint Returns With Two
Earers
Lessthan $10.000 .. ... .. . .. ... 464 100.0 (+24] 0.0
$10.00010 820,000 ... .. ....... 1,368 100.0 6.0 0¢
32000010 830,000 .. ... ... .. 2,576 100.0 00 0.0
$30,000t0 840,000 ... .. ....... 3.596 99.9 0.1 0.0
$40,000t0 850000 ... ... ... ... 3,964 67.9 321 0.0
35000010 375,000 .. ... .. ... .. 8,432 79 36.4 57.6
§75,00010 8100006 . ........... 5,042 59 0.1 94.0
$100.000 to $200,000 . e 33N 96 6.0 894
$200000andover . . ............ 640 14.7 0.0 85.3
All income classes .. ... ... .. 29,453 41.0 14.3 44 .8
Average dollars eligible
perrewarn. ... ........... .. 283,211 3$1,755 —
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Table 2. - Eligibility of Taxpayers With Earned Income to
Make Deductible IRA Centributions Under
Present Law, Projected 1995 Returns®

Returns with earned income

Percent
eligible Percent
for not
Adjusted gross income Returns maximum Percent eligible
(thou- deductibie  in phaseout for any
sends) IRA contri- range RA
) bution deduction
Heads of Households. Single
Returns, and Married
Filing Separately
Less than $10,000 ... ... ... ... .. §,742 89.9 0.0 G.1
$10.000t0 $20,060 . ....... ... ... 13,331 996 0.0 0.1
$20,00010 330,000 .. ... ..., 11,319 89.6 10.3 0.2
$30,000t0 $40,000 .. .. .......... 7,861 10.3 84.5 52
$40,00010 $50,000 ... ........... 4,589 2.5 10.8 86.8
$50,000t0 375,000 ........ ... .. 4,011 58 0.4 938
$75000t0 8100000 ............. 847 9.4 0.0 90.6
$100,000 10 $200000 . ... ........ 544 11.0 0.0 89.0
$200000andover .. ............. 177 10.7 0.0 89.3
All income classes . ........... 52,421 65.8 159 18.3
Average dollars eligible
perrTefurn . ... ... $1,949 $698 —
Total, allreturns ... ......... 97,755 56.6 14.8 28.7
Average dollars eligible
Perreturm . . ... $2,255 31,094

T that Gre table includes mputed rekns of xpayers who do not filc mcome tx returms, and is thus intended to
be rep ve of the popul rather than of taxable returns. The table 2lso includes retumns fied by dependents, and
may inchade some returns of taxpayers over age 70-1/2 who have eamed incotne but who are not eligible to make
deductibic [RA contributions.

vy _—
Ly

2 Average smount for taxpayevs eligible to make maximum contribution.

3 Average contribution for taxpayers n ph & range.

* Some retums with income below $40,000 are phased out because they are retums of married individusls filing
separately. TRA eligibility is phased out between $0 and $10,000 of AG] for such marricd individuals who live together
and between $25.000 and $35,000 of AG! for such married individuals who live apart.

Source. Joint Committee on Taxation estimates for 1995.
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These eligibility percentages and the real value of the IRA con. -
tribution limits wiIY decrease over time, because present law does
not index the contribution limits or the income eligibility limits for
inflation. For example, the $40,000 AGI-limitation for joint filers to
claim a fully deductible IRA contribution is equivalent to an ad-
justed gross income today of almost $55,000 after adjusting for in-
flation. The real value of a $2,000 contribution has declined 27 per-
cent since 1986 because of inflation. S

Taxpayers whose eli ibility is limited by the present-law rules
may be likely to contribute fo IRAs if eligibility were restored. As
Table 4, below, demonstrates, in 1985, taxpayer returns reporting
income of $50,000 or more were more than four times as liﬁely to
claim deductible contributions to an IRA as were lower-income tax-
payers. After eligibility was limited in 1986, IRA contributions fel]
substantially. Total IRA contributions fell from a high of $38.2 bil-
lion in 1985 to $8.7 billion in 1992 (see Table 3, below). In 1994
dollars (i.e., adjusting for inflation), total IRA contributions were
$58.3 billion in 1985 and $9.3 billion in 1992, representing a real
decrease of 82 percent.

Under present law, for joint returns with AGI between $50,000
and $75,000, 11 percent of returns with one earner and only 8 per-

joint return with two earners, it is possible that only one spouse
Is an active participant in an employer-sponsored plan. Thus, the
spouse who is not an active participant is not eligible to make de-
ductible IRA contributions because of the income reflected on the
Joint return. If the income phaseouts and active participant rules
were applied separately to spouses filing joint returns (i.e., if all
taxpayers were treated as single individuals for purposes of deter-
mining eligibility for deductible IRA contributions), then more tax-
payers would be eiiii:le to make deductible IRA contributions.

Another reason that the IRA eligibility of married couples with
two earners is so low is that the income of these couples is higher
generally than the income of married couples with one earner: Al-
most 50 percent of married couples with two earners have AGI
greaterdthan $50,000, whereas only 25 percent of couples with one
earner do. :

B. Present Value of Revenue Cost of IRAs to Federal
: . Government

Assessing the cost (in the form of foregone tax receipts) to the
Federal Government of IRAs may be more difficult than assessing
the costs of other tax provisions, because IRAs not only change the
amount of tax collected, but also change the timing of tax collec-
tions. For instance, the traditional deductible IRA can be viewed as
a provision which both delays payment of tax on the contribution
until withdrawal, and effectively exempts from tax any earnings on -
capital accumulation beyond the amount that represents interest
on the delayed tax. Thus, the timing of tax payments results in a
revenue loss to the government in the first years, but a revenue
gain in the later years when the funds are withdrawn (see Table
1}). The back-end IRA, on the other hand, loses little revenue in the
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beginning years, but gains no revenue in the later years because
withdrawals are not taxed.

Traditional budget scorekeeping accounts for the revenue effects
of proposed legislation on a cash-flow basis; in other words, the ef-
fect of a provision on budget receipts in the 5-year budget period
is estimated without regard to whether the provision will also af-
fect budget receipts in any year beyond the 5-year period. This
method scores deductible IRAs as bigger revenue losers than back-
end IRAs. However, a present-value calculation demonstrates that
the long-term cost to the Federal Government of deductible IRAs
and back-end IRAs will be approximately equal, This is because a
present-value approach recognizes that tax will eventually be col-
lected on funds in IRAs, although possibly at a lower tax rate when
withdrawn.

In order to evaluate the present value of the program’s cost,25 it
is also necessary to know how taxpayers would have behaved in
the absence of the IRA provision. Consider first the case of a tax-
payer whose tax rate in the contribution year is the same as in the
yvear the funds are withdrawn. Then, the tax advantage of the IRA
is the ability to earn a tax-free rate of return on savings. However,
the cost to the government depends on what the taxpayer would
have done in the absence of the program. If, in the absence of the
tax benefits accorded to IRAs, the taxpayer would not have saved
the money invested in the IRA, then the IRA program does not lose
any governmeant revenue in the long run. For instance, consider the
example of a taxpayer who decides to invest $1,000 in an IRA. If,
in the absence of the IRA, the taxpayer would have paid the $280
tax on the earnings, and spent the remaining $720, the total
amount of tax collected from that $1,000 over the taxpayer’s life-
time by the government would have been $280. If instead of spend-
ing the income, the taxpayer invests it in a back-end IRA, the gov-
ernment collects $280 from the earnings, and then never taxes the
income again. Once again, the total amount collected over the tax-
payer’s lifetime is $280. Further, assume that the taxpayer invests
in a deductible IRA for 10 years in a fund that earns 8 percent per
year. In the first year, the government loses $280 in revenue, since
the taxpayver deducts the $1,000 from income. In year 10, the
$1,000 has grown to $2,158.93, and the taxpayer owes $604.50.
Since $604.50 is exactly equal to $280 plus 10 years of interest at
8 percent per year, the government receives the $280 with interest,
and collects the same amount of revenue that it would have had
there been no IRA program. In present value terms, the taxpayer
pays $280 over his or her lifetime. To the extent that deductible
IRAs permit taxpayers to pay tax on their funds at a lower mar-
ginal rate than when the contribution was made, the government
does lose revenue even if the funds invested in the IRA represent
func%s which would otherwise have been consumed (i.e., new sav-
ing.

On the other hand, if the contribution to the IRA represents in-
come that would have been invested for the same 10 years in an
interest-bearing account (i.e., old saving), the IRA reduces revenues

28 To calculate the present value of the cost to the government of IRAs, it is necessary to
use the government’s discount rate. If repayment of taxes is uncertain, then the discount rate
used should be higher than the government'’s borrowing rate.
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to the government. If the earnings in the above example would
have instead been invested in a fully taxable asset earning 8 per-
cent per year, the government would have collected the $280 tax
on the initial earnings, plus an additional $136 in present value
(using a discount rate of 8 percent) of taxes on the annual interest
earnings. Thus, the cost ofp the IRA program in this case for this
particular taxpayer would be $136. '

The above examples represent the polar cases of the present
value of the revenue effect for IRA contributions--contributions that
represent only new savings and contributions that represent sav-
ings that would otherwise have been invested in a fully taxable
asset.?6 Other_ possibilities can also be considered. For instance,
saving for an IRA may be diverted from other tax-favored assets,
in which case the tax loss is not as great. For example, under the
bill, if taxpayers who contribute to a deductible TIRA would have in-
vested in a nondeductible IRA under present law, then the tax loss
consists of the difference between the tax advantage of the deduct-
ible IRAs and the tax advantage of the nondeductible IRAs. Simi-
larly, investment in housing is currently tax favored. If taxpayers
divert income that would have been invested in housing to IRAs,
the present value of the revenue cost to the Federal Government
may be relatively small. _

Finally, giving taxpayers the choice between the deductible and
the back-end IRA is likely to increase the present value of the reve-
nue cost of the IRA program relative to a pro%'ram' offering either
IRA alone. Taxpayers who have reason to believe that their tax
rates will decline over time should be more likely to choose the de-
ductible IRA, and taxpayers who believe their tax rates will in-
crease over time should choose the back-end IRA. '

If IRAs do not generate new saving, then IRAs reduce the
present value of revenues of the Federal Government. If the Fed-
eral Government responds to these reduced revenues by reducing
expenditures or increasing other taxes, then IRAs that do not in-
crease personal saving will have no effect on national saving. If, on
the other hand, the Federal Government offsets the reduced reve-
nues by borrowing, then IRAs will actually reduce the national sav-
ing rate.

 C.The Effectiveness of IRAs at Increasing Saving
1. Theoretical effects |

In general

- IRAs have a number of attributes that may affect a taxpayer's
saving decision. First, investments in IRAs earn a higher after-tax
rate of return than investments in other assets. Second, IRAs may
provide an incentive for retirement saving, as opposed to other
_ forms of saving. Third, deductible IRAs may provide a psychological

incentive to save. Fourth, advertising by banks and ot. er finanecial
institutions of IRAs may influence people’s saving decisions. The
following discussion focuses on each of these attributes.

%6 Actually, the revenue loss can be even greater than the case presented. If IRAs reduce sav-
ing, then not only does the government lose the tax revenue that would have been collected on
the IRA investment, but it also loses the tax revenue on the saving that was not undertaken
because of the IRA. The possibility that IRAs reduce private saving is discussed below.




Raie of return

In general

Both the deductible IRA and the back-end IRA effectively exempt
the return on savings from tax, thereby increasing the rate of re-
turn to saving. When the return on saving increases, the price of
future consumption decreases, because the taxpayer has to forego
fewer dollars today to consume a dollar’s worth of consumption in
the future.

This price decrease can affect saving in two ways. Since future
consumption is now cheaper, taxpayers may choose to substitute
future consumption for current consumption. This effect increases
saving. When the price of future consumption falls, though, the
amount of investment necessary to achieve any particular level of
income in the future decreases. For example, a taxpayer in the 28-
percent marginal tax bracket may set aside $1,300 today to help
defray tuition expenses of his chli d 15 years from now. If the tax-
payer’s investment earns 8 percent annually and those earnings
are taxed annually at a 2B-percent tax rate, in 15 years the invest-
ment will be worth $3,000. If the taxpayer instead invested in a2
back-end IRA, an investment of onl?rxg946 today would be worth
$3,000 in 15 years (assuming the same 8-percent return)., This ef-
fect decreases saving because the tax benefit ermits the taxpayer
to save less to accumulate the same amount of money in the future.

Substantial disagreement exists among economists as to the ef-
fect on saving of increases in the net return to saving. Some stud-
jes have argued that one should expect substantial increases in
saving from increases in the net return.2? Other studies have ar-
gued that large behavioral reggonses to changes in the after-tax
rate of return need not occur.2® Empirical investigation of the re-
sponsiveness of personal saving to after-tax returns provides no
conclusive results. Some find personal saving responds strongly to
increases in the net return,2® while others find little or a negative
response.30

ven if increasing the rate of return on all saving does increase
saving generally, it is still possible that increasing the rate of re-
turn on IRAs would not affect saving. For increase rates of return
to influence taxpayers to substitute future consumption for current
consumption, the marginal rate of return on savings must increase
so that if the taxpayer increases saving, that saving receives a
higher rate of return. In order for IRAs to increase the marginal
refurn to saving, taxpayers must not be able to finance the IRA
profitably by borrowing, must not have other similar assets that
can be easily shifted into an IRA, and must intend to save less
than the maximum contribution allowed. The following discussion
provides examples of how each of these situations may affect the
impact of IRAs on saving. :

27See, Lawrence H, Summers, “Capital Taxation and Accumulation in a Life Cycle Growth
Mode),” American Economic Review, 71, {September 1981).

25 Gee, David A. Starrett, “Effects of Taxes on Saving,” in Henry J. Aaron, Harvey Galper, and
Joseph A. Pechman (eds.), Uneasy Compromise: Problems of a Hybrid Income-Consumption Tex,
(Washington: Brookin, Institution), 1988.

28 Gee, Michael Boskin, “Taxation, Saving, and the Rate of Interest,” 1T3Journal of Political
Economy, 86, April 1978

30 See, George von Fursien , “Saving,” in Henry Aaron and Joseph Pechman {eds.), How
Taxes Affect Economic Behavior, rookings Institution, 1981.




Borrowing.
When interest on borrowed funds is deductible, it may be profit-

able for a taxpayer to borrow to contribute to an IRA. For example,
consider a taxpayer with a 28-percent marginal tax rate without
any assets. If the taxpayer can borrow at an interest rate equal to
the rate of return on an IRA investment, then one would not expect
the taxpayer to increase the amount of income saved. Instead, the
borrower can borrow $2,000, invest in the IRA and deduct the in-
terest cost. Since the IRA earnings are effectively exempt from tax,
the taxpayer receives the full value of the IRA benefit, but does not
increase saving.3! Given that the taxpayer can receive the IRA ben-
efit without inereasing saving, the decision of whether to save an
extra dollar is unaffected, because that extra dollar will not receive
a higher after-tax return than it would have without the availabil-
ity of tax benefits for IRAs.

If the taxpayer must pay a higher interest rate on the lpan than
can be received on the investment, the benefits to borrowing to fi-
nance an IRA are reduced, but not eliminated. For example, if in-
vestments in IRAs earn 10 percent per year and the taxpayer’s
marginal tax rate is 28 percent, the taxpayer could profitably bor-
row to fund the account even if the annual interest rate on the loan
was as high as 13.8 percent. However, in this case, the taxpayer
would gain little from borrowing, and might choose to finance the
TIRAs with increased savings instead. .

Present law permits taxpayers to deduct investment interest but
not most personal interest. It is unclear whether interest on a loan
used to finance a deductible IRA would be considered investment
interest or personal interest. It is likely, however, that interest on
a loan used to finance a back-end IRA would not be deductible,
whether or not secured by the taxpayer’s home, because it would
be viewed as interest on amounts used to finance tax-exempt inter-
est and subject to section 265. Furthermore, present law does not
allow IRA assets to be used as security for a loan. Because interest
paid on home-equity loans generally is deductible, the easiest way
to borrow to finance IRAs may be through home-equity loans. Bor-
rowing against home equity to finance IRAs is similar to shifting
existing assets into IRAs, :

Shifting of existing assets.

Taxpayers who have existing assets that exceed the IRA con-
tribution limits can also receive the benefit of IRAs without in-
creasing saving. Consider a taxpayer who saves only $400 annu-
ally, but has been saving for years, and has $4,500 in financial as-
sets. The first year the taxpayer has the opportunity to invest in
an IRA, the taxpayer can shift $2,000 from the financial assets to
the IRA. The second year, the taxpayer can once again shift $2,000
into the IRA. Only in the third year will the tax benefits accorded
to IRAs increase the rate of return on new saving.

3t However, if the taipayér begins repéying the loan before the IRA funds are withdrawn,
even this loan-financed IRA investment might be associated with increased saving. This possibil-
ity is diseussed in greater detail below.
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Shifting of planned assets.

Finally, taxpayers who would have saved without the IRA may
not increase their saving due to the availability of IRAs. For exam-
ple, consider a taxpayer who habitually saves $4,000 per year. If
this taxpayer is provided the opportunity to invest in an IRA, then
$2,000 of these savings will be diverted to the IRA. However, the
IRA does not provide a marginal incentive to save. If the taxpayer
saves $4,001, the return on that extra dollar of saving will be no
higher than it would have been without the IRA program. The tax-
payer may even decrease the amount saved, since the first $2,000
of saving that is in the IRA will provide more income in the future,
and hence the need for saving may decrease.

Type of saving

The above discussion focused on saving in general. Many authors
have noted that certain IRAs may provide incentives for retirement
saving, as opposed to saving for other purposes. For instance, con-
sider the effect of the deductible IRA, which is subiect to additional
tax unless held until retirement or used for other qualified pur-
poses. An individual who is saving only for a “rainy day” may not
have much saving that is expected to last until retirement. When
offered a higher rate of return on retirement saving, that individ-
ual may choose to increase the total amount of saving by maintain-
ing the rainy day saving and adding retirement saving.

Similarly, an individual who takes out & home equity loan to fi-
nance an IRA may not save any additional money in the year the
IRA contribution is made. But if that individual slowly repays that
loan, and this repayment represents saving the taxpayer would not
otherwise have done, then the IRA increased that individual’s sav-
ing.

To the extent the provisions for penalty-free early withdrawal of
the IRA and the reduced holding period requirements of the pro-
posals to modify IRAs increase the substitutability of IRA saving
for other saving, this retirement saving attribute of IRAs is dimin-
Ls]l:eld’ making substitution of current savings for IRA savings more

ely.

Psychological impact of IRAs and effects of increased adver-
tising

Some observers have noted that IRAs may have a larger impact
on saving than standard economic analyses would predict. These
observers suggest that active marketing campaigns in the mid-
1980s contribuied to the.high IRA participation rates observed; in
fact, IRA participation was larger than was expected. The sharp
decline in advertising after 1986 may explain the decline in IRA
contributions among taxpayers who are still eligible.

Furthermore, there may also be a psychological factor that con-
tributes to the impact of IRAs on saving. One study found that tax-
payers who owed money to the IRS in excess of taxes withheld
were significantly more likely to make IRA contributions than were
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other taxpayers.32 One might expect this psychological factor only
~ to induce deductible TRA contributions, which will have an imme-
diate effect on taxes paid. However, another author3® noted that
taxpayers who owe the IRS money generally have higher incomes
and this may be why they are more likely to contribute to IRAs,

rather than any psychological factor.

2. Empirical research on the effect of IRAs on saving
Deductible IRAs have been very popular with taxpayers. As

Table 3 reports, contributions to I increased significantly when
eligibility restrictions were eliminated in 1982. At the peak in
1985, over $38 billion was contributed to IRAs. This represented al-
most 20 percent of personal saving for that year.

32Feenberg, Daniel, and Jonathan Skinner, “Sources of IRA Saving,” in Lawrence Summers
gie), Tax Policy and the Economy, vol, 3, (Cambridge: Massachusetts Institute of Technology
53), 1989,
32 Gravelle, Jane, “Do Individual Retirement Accounts Increase Savings?", Journal of Eco-
nomic Perspectives, 5, Spring 1991
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Table 3.-- IRA Participation 1950-1993

Returns Claiming Percentage of Deductions
Year IRA Deduction afl returns Claimed

(millions) {ptreent) (S billions)
1979 ... P 25 26 -32
1980 ... 2.6 27 3.4
1981 ... L 34 36 4.8
1982 . ... . 12.0 126 283
1933 A 136 14.1 321
1984 ... . 15.2 153 354
1985 ... .. o 16.2 150 382
1986 ... ... .. S 155 15.4 378
1987 ... ... 73 6.8 14.1
1988 ... ... ... 6.4 58 11.9
1989 L 58 52 10.8
1990 ... ... ... . 52 4.6 9.9
1991 ... AP 47 4.1 9.0
1992 . 45 39 87
1993 . . 44 38 8.6

NOTE: ! - prelimnary data

Source. Statistcs of Income
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However, it is unclear whether IRAs actually increased total sav-
ing. There is no consensus within the economies profession on the
effect of the pre-1986 IRAs on personal saving. Some economists
believe that IRAs had no effect on overall personal saving; some be-
lieve that IRAs increased personal saving; and some economists be-
lieve that IRAs would have eventually increased saving if the uni-
versally available deductible IRA had been maintained,. = =

A number of economists argue that most of the IRA contributions
consisted of taxpayers shifting into IRAs from existing assets.34
They point to the fact that IRA contributions were concentrated at
the top of the income distribution, and that IRA contributors had
large stocks of financial assets compared to noncontributors with _
the same income. Both of these facts suggest that IRA contributors
had assets and desired saving above the contribution limit. _ _

Economists who believe that IRAs did not increase saving point
to the fact that personal savings in the United States was not high-
er during the years that deductible IRAs were available to all tax-
payers,35

A number of economists argue that IRA contributions between
1982 and 1986 consisted largely of new saving.®¢ Some of these
economists have investigated whether IRA contributors shifted ex-
isting assets from taxable accounts into IRAs. If such shifting had
occurred, they argue, one would expect to find a reduction in tax-
able asset earnings following the IRA contribution. However, one
study found that taxpayers who contributed to IRAs generally were
also increasing their investment in taxable assets 37 Although this
does not prove that the money invested in IRAs would not have
been saved otherwise, it may provide evidence against the simple
existing asset shifting view.

Further, proponents of IRAs note that to the extent that tax-
payers do shift existing assets into IRAs, most taxpayers do not
have enough financial assets to continue asset shifting indefinitely.
Hence, they conclude, IRAs would eventually provide a marginal
incentive to save, 38

Some economists have noted that the introduction in Canada of
savings incentives similar to the IRA was followed by large in-
creases in Canadian saving. They argue that this can be taken as
evidence that IRAs are effective in increasing national saving.3?

94 See, for example, Galper, Harvey and Charles Byce, “Individua] Retirement Accounts: Facts
and Issue,” Tax Notes, vol. 31, June 2, 1986, pp. 917-921.

35 3ee Gravelle, Jane “Do Individual Retirement Accounts Increase Savings?".

3¢ See, Venti, Steven F. and David A. Wise, “The Evidence on IRAs,” Tax Notes, vol. 38, Janu-
ary 25, 1988, pp. 411-416. Venti and Wise have authored several studies that use different data
to anaiyze IRAs and household saving. They generally conclude that IRAs increase household
saving. The aforementioned article summarizes these studies. Some analysts have criticized the
methodology of studies which claim IRAs create new saving and arﬁue that the reported results
of the effect of IRAs on saving are implausibly large, See Gravelle, Jane G., ¢ apital Gains
Taxes, IRA’s, and Savings,” CRS Report for Congress 89-543, September 26, 1989, A recent cri-
tique is provided by Gale, William G. and John Karl Bcholz, “IRAs and Household Saving,”
American Economic Review, 84, Decernber 1994, . .

%7 See, for example, Feenberg, Daniel, and Jonathan Skinner, “Sources of IRA Saving.” Also,
Venti, Steven F. and David A. Wise, “Government Policy and Personal Retirement Saving,” in
James Poterba {ed.). Tax Policy and the Eeonomy, vol. 6, (Cambridge; Massachusetts Institute
of Technology Press), 1392,

3% See Skinner, Jonathan, “Do IRAs Promote Saving? A Review of the Evidence”, Tax Notes,
vol. 54, Janum?r 13, 1892, pp. 201-202.

38 3ee, L 1, Chris, and Lawrence H. Summers, “Why Have Private Saving Rates in the 11,8
and Canada Diverged? Journal of Monetary Economics, 20, September 1987,
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However, others note that since Canadians are not able to deduct
home mortgage interest from taxable income, they should be less
likely to finance tax-favored savings with home borrowing, and
therefore savings incentives in Canada may be more likely to in-’
duce increased saving than in the United States.

3. Distributional effects of IRAs under present and prior law

Tables 4 and 5 summarize information on IRA participation in
1985 and 1992. In 1985, 71 percent of all returns reporting IRA
contributions had AGI below $50,000, and 29 percent had AGI of
$50,000 or above. However, taxpayers with AGI of $50,000 or above
represented only 8 percent of all returns eligible for TRAs. Thus, al-
though many lower-income individuals eontributed to IRAs, most
did not, whereas most taxpayers with AGI of $50,000 or above did
contribute when eligible. Taxpayers with AGI of $50,000 or above
were more than four times as likely to contribute to an IRA than
were taxpayers with AGI below $50,000--61.8 percent of eligible re-
turns with AGI of $50,000 or above reported contributions to an
JRA, while only 13.8 percent of eligible returns with AGI below
$50,000 reported contributions. -~ -

Higher-income taxpayers made larger contributions as well. Tax-
payers with adjusted gross incomes of $50,000 or more constituted
approximately 29 percent of all IRA contributors in 1985, but ac-
counted for more than 35 percent of IRA contributions. In 1992,
taxpayers with adjusted gross incomes of $50,000 or more con-
stituted approximately 20 percent of all IRA eontributors, but ac-
counted for aimost 29 percent of IRA contributions. :

Because the value of the IRA is the effective exemption of the
earnings from tax, the higher a taxpayer’s marginal tax rate, the
more valuable the ability to invest through an IRA. Because people
in higher income classes generally have higher tax rates, the value
of their JRA is larger than the value of IRAs for taxpayers in lower
income classes. However, the value of the IRA depends on tax rates
throughout the period the IRA is held, and not just the marginal
tax rate in the year the contribution is made.
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Table 4.~ IRA Participation By Income Class, 1985

Returns reporting IRA Contributions

. Percent of Contributions
Number in eligible {billions of

Adjusted pross income clags millions returns’ dollars)
Allclasses .. ... ... R 162 17.8 382
Under $10.000 . ... .. .. .. .. .. 0.6 23 1.1
$10,000t0 330,000 . .. ... .. . 5.1 13.6 ) 97
$30,00010$50,000 .. ... ... . .. ... 57 329 135
5000010 £ 75,000 . | e 390 56.5 87
§75.000 10 $106.000 ... . ... . .. .. ..... 09 741 27
Over $100000 ... ... .. . . .. o8 76.1 26

Source: Internal Revenue Service, 1985 Statistics of Jncome.

! cligible taxpayers incluge sell-employed persons as welt as wage and salary employees. However, txpavers whose income oonsu.ts :
solely of interest mcome, lor exampie. were ineligible 1o contribute to RAs.
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Table 5.—IRA Participation By Income Class, 1992

Returns reporting IRA Contributions

Percent
of returns Contributions
Adjusted gross income class Number in with wage and (billions of
millions salary income! deollars)
Allclasses ... ... ... ....... o 45 47 87
Under $10.00C . ... ......... ... 0.3 1.1 04
$10.0001t0 $30.000 . . ... ... . .. 1.8 5.1 31
$30,000t0 $ 560,000 .. ... .. ... . 15 7.6 27
$5000010 875,000 ............. 0.4 4.0 1.0
$750001t0 $100,000 .. ........... 02 56 0.6
Cver $100,000 ... ... ... ..... 0.3 88 0.9

! Includes self-employed persons reporting wage income as well as wage and salary employees. However, because the
income limitations enacted by the Tax Reform Act of 1936, not all such taxpeyers are eligible to make deductible

contributiens 10 [RAs.

Source: Internal Revenue Servace, 1992 Statistics of [ncome.
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Other authors have noted that even the taxpayers with low in-
come who did contribute to IRAs owned more financial assets than
other low-income taxpayers and that, therefore, IRA contributors
may not be representative of taxpayers in general. Table 6 presents
information on the assets of households with IRAs compared to the
assets of households without IRAs. Part of the reason that IRA con-
tributors have larger holdings of assets than noncontributors is
that contributors to IRAs tend to be older than noncontributors,
and older taxpayers have been accumulating assets longer.
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Table 6. — Estimated Median Financial Assets of Houéeholds
with IRAs and Households Without IRAs, 1985

Households Households
Income with IRAs without IRAs
Lessthan 810,000 .. ... ... ... ...... .. ' $7.625 0
$10,000t0 320,000 . ... ... .. ... ... 6,538 200
$20,000t0 830,000 ... .. ... ...l 6,365 900
$30,000t0 840000 ... ... ... 6,015 1,692
$40,00010 850,000 . ... . ... ... ... 10,000 2,654
$50,000t0 875,000 . ... ... ... 14,516 5.100
§75000andover . ... ... ... ... ... 36,085 9,735

Sowrce: Steven Venti and David Wise, “The Saving Effect of Tax-Deferred Retirement Accounts: Evidence from

SIPP." in B. Douglas Bemnbeim and John Shoven {eds.), Mational $aving and Eeonomic Pedformance, (Chicago:
University of Chicago Press), 1991, p. 110.
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4. Expected differences between effects of pre-1986 IRAs and
proposed modificatoins

Although research on the effectiveness of _the' pre-1986 TRA provi-
sions can shed light on the potential of IRAs to affect savings, sev-

~ eral differences between the pre-1986 experience and today should
be noted. First, marginal tax rates for most taxpayers are lower
now than they were before the passage of the Tax Reform Act of
1986. The tax advantage of IRAs is the exemption from tax of the
investment’s return and, for the deductible IRA, the possibility that
the rate at which the contribution is taxed will be lower when the
contribution is withdrawn. Both of these advantages may be less
valuable now than they were before 1987, especially for higher in-
come taxpayers because their marginal tax rates decreased the
most. For example, if prior to 1987, a taxpayer in the 50-percent
marginal tax bracket received a 10-percent return on his or her in-
vestment, excluding such income from tax would increase his or
her net return to 10 percent from an after-tax return of 5 percent,
At the present, such a taxpayer would be in the 39.6-percent mar-
ginal tax bracket and the exemption would increase his or her net
return to 10 percent from an after-tax return of 6.04 percent. Thus,
the exemption provided a greater increase in net return prior to
1987. Similarly, if taxpayers believe that tax rates are likely to in-
crease over time because of the Federal government’s budget defi-
cit, or because current tax rates are relatively low from a historical
perspective, then the deductible IRA will look less attractive than
it appeared in the past.

Second, some proposals to modify IRAs would create JRAs that
are different from the pre-1986 IRAs, both because they provide ad-
ditional exceptions to the early withdrawal penalty, or by requiring
a relatively short required holding period. These differences may
alter the effectiveness of IRAs at increasing saving. To the extent
that taxpayers already save for education, housing, and medical ex-
penses, allowing IRAs to be used for these purposes increases the
likelihood that existing assets or existing planned saving will be
shifted into IRAs, reducing the effectiveness of IRAs at increasing
savings. Similarly, to the extent that taxpayers already save for
short-term goals and for rainy days, reducing required holding peri-
ods may also encourage more asset shifting. Further, permitting
short holding periods and penalty-free early withdrawal may cause
taxpayers to keep their money in the IRAs a shorter period of
time.4® On the other hand, to the extent that taxpayers who would

otherwise choose to save in the form of [RAs would not do so be-

cause they believe they might need the funds before retirement,
this added flexibility may encourage more taxpayers to invest in
IRAs and increase their saving rate. Finally, permitting penalty-
free withdrawals before retirement age diminishes the effectiveness
of IRAs as explicit retirement savings vehicles, but may not change
the overall effectiveness of IRAs to increase saving.

The ability of individuals to save through employer-sponsored re-
tirement plans, particularly qualified cash or deferred arrange-
ments (sec. 401(k) plans) may affect the level of IRA contributions.

40 Although once funds are withdrawn from an IRA, they can only be replaced at a rate no
faster than the annual contribution limit per year,
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While such plans existed prior to 1986, they have become more
prevalent since then. Section 401(k) plans offer benefits similar to
those of IRAs. However, individuals may contribute more to such
plans on a pre-tax basis ($9,240 for 1995), and may obtain in-
creased benefits if, as is often the case, the employer matches em-
ployee contributions. Despite these advantages, some may still view
an IRA as attractive, for example, because IRA funds may be with-
drawn at any time (subject to the early withdrawal tax), whereas
the ability to obtain withdrawals from section 401(k) plans prior to
termination of employment is more limited. On the other hand,
many section 401(k) plans permit individuals to borrow from their
account, making investments in such plans more lignid.

The ability to contribute both to a section 401(k} {(or similar) plan
and an IRA could affect IRA contributions in a number of ways.
For example, some individuals would save only through a section
401(k) plan, others would chose the IRA, and still others would
split savings between a section 401(k) plan and an IRA. A number
of factors may affect such choices, including the amount the indi-
vidual wishes to save, the period and purpose for which they wish
to save, and the particular terms of the section 401(k) plan they
are eligible to participate in.




V. ISSUES RELATING TO TAX INCENTIVES FOR SAVING

A. Comparison of IRAs With Other Tax-Favored Assets

Present law contains various tax incentives for savings. Tax in-
centives are provided to encourage taxpayers to save for certain
purposes aud to encourage taxpayers to save in certain forms. Sav-
ing for the purpose of education and retirement is subsidized
through the tax treatment of certain Treasury bonds and of certain
retirement plans. Incentives are also provided for people to save in
the form of housing, life insurance, and municipal bonds.

Tax-favored treatment of assets does not always increase the rate
of return on saving. If the supply of a tax-favored asset is limited

relative to the demand for that asset, much of the benefit of the

tax treatment will be realized by the initial owners of the asset,
rather than by the holders of the asset. For instance, holders of
municipal bonds may not receive a higher after-tax rate of return
than holders of taxable bonds because, even though the earnings
are tax exempt, municipal bonds offer lower rates of return. The
issuers of municipal bonds receive a tax benefit because they can
pay lower interest rates than the rates paid on other securities.

The tax benefits of IRAs and pension funds, however, are not
limited to particular assets. Because investors in IRAs and pension
funds can invest in a wide range of assets, and because the amount
of funds permitted to be invested through these tax-favored vehi-
cles is limited (the demand is small relative to the supply of as-
sets), investors in IRAs and pension funds do receive a higher rate
of return than that available through other investments, and thus
do benefit from the tax favored treatment.

Enactment of additional saving incentives would be expected to

alter taxpayers’ choices among various taxable and tax-preferred
assets. Because the income earned on assets held in IRAs effec-
tively is exempt from tax, the taxpayer maximizes the benefit of
the tax preference by directing the investment of IRA contributions
in assets which are not otherwise tax preferred. The benefits of tax
preferences for assets that are tax preferred to one degree or an-
other are maximized when such assets are held outside an IRA.

The expansion of IRAs could be expected to increase the demand
for otherwise taxable instruments at the expense of instruments
which are tax preferred under present law. On the other hand, the
annual contribution limitation of the IRA would limit the effect on
the demand for other tax-preferred instruments. Moreover, to the
extent that savings incentives generate increases in saving, the de-
mand for all instruments would increase. If this were to occur, the
issuers of instruments which are tax-preferred under present law
conceivably could benefit as the cost of capital declined.

(59)
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B. Goals of Tax Incentives for Saving

Some argue that tax incentives for saving are appropriate be-
cause the income tax system taxes the return to income that is
saved, thereby lowering the return to saving. This lower return on
saving affects both the national saving rate, as well as the assets
that taxpayers accumulate for particular purposes. There is some
disagreement about whether the goal of tax incentives for saving
should be to encourage saving for particular purposes or to increase
national saving.?! These purposes are not mutually exclusive; if ef-
fective, incentives to save for particular purposes will increase na-
tional saving. However, general saving incentives will not nec-
essarily fulfill more specific goals. Whether new tax incentives for
saving should be aimed at increasing national saving in general, or
increasing retirement saving, depends on the perceived adequacy of
each type of saving.

In particular, IRAs have historically been viewed as vehicles for
retirement savings. When IRAs were introduced in 1974, they were
provided only to individuals without employer-provided pension
plans. The original intention of the JRA was explicitly to encourage
individuals not participating in an employer-sponsored plan to in-
crease their retirement savings and to provide a higher return on
such savings. Even with the liberalization of eligibility require-
ments for IRAs in the Economic Recovery Tax Act of 1981, IRAs
still have been largely devoted to retirement saving. Withdrawals
of IRA funds before age 53-1/2 generally are still subject to an addi-
tional 10-percent tax. :

However, IRAs can provide substantial benefits to taxpayers who
are saving for nonretirement purposes. For example, consider a
taxpayer with a 28-percent marginal tax rate who has $1,000 of
earnings to devote to saving. Without an IRA, the taxpayer would
pay a tax of $280, leaving $720 to be invested. If this amount earns
8 percent annually and the earnings are taxed annually at a 28-
percent marginal tax rate, the taxpayer will have $1,261 at the end
of 10 years. If, however, the taxpayer can deduct the $1,000 and
accumulate 8-percent annual interest tax free, the investment will
be worth $2,159 at the end of 10 years. After inciuding the dis-
tribution in income, subject to the additional 10-percent tax on
early withdrawals, the taxpayer will have $1,339, or $78 more than
the taxpayer has if a taxable investment is made.

Similarly, the present-law exceptions to the early withdrawal tax
may permit taxpayers to use deductible IRAs for nonretirement
saving. Under present law, a taxpayer may make penalty-free with-
drawals from an IRA prior to attaining the age of 59-1/2 if the dis-
tributions are made over certain periods. For example, a taxpayer
could purchase an annuity which promises level payments for the
remainder of the taxpayer’s life. This exception may offer many
taxpayers a way to receive a substantial percentage of the tax-fa-
vored funds prior to age 59-1/2 and avoid the 10-percent penalty.
At age 50, the average American male has a life expectancy of ap-

4t Part V. C, below discusses ’ iportance of national saving. Part V. D, beiow, discusses
the adequacy of retirement saviny
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proximately 26 years.42 At a 10-percent discount rate, an annuity
which pays $1,000 per year for 28 years has a present value of ap-
proximately $9,160. The present value of the payments received
during the first 10 years of such annuity is approximately $6,145,
or 67 percent of the total value of the annuity. Consequently, if the
taxpayer withdrew the $9,160 from his IRA to purchase the $1,000

annuity, he would receive 67 percent of the total value of the annu-
ity prior to age 60.43 ‘ '

C. Role of Saving in the National Economy _
Investment and economic growth

When an economy’s rate of investment increases, the economy’s
stock of capital increases. A larger, capital stock permits greafer
production of goods and services. Because the larger a country’s
capital stock, the more productive its workers, investment a?:vso
leads to higher wages a.ng salaries. Thus, increases in investment
lead to future increases in a nation’s standard of living.

It is important to distinguish gross investment from net invest-
ment. Gross investment includes investment in new capital as well
as investment that is undertaken to replace depreciated or worn
out capital. Net investment measures increases to the capital stock.
(Net investment is equal to gross investment less depreciation).

In the short run, inereases in gross investment will increase the
capital stock. As the capital stock increases, worker productivity in-
creases and the economy will experience a higher rate of growth.
In the long run, any given rate of investment will just be sufficient

to replace the existing, though larger, capital stock as it depre-

ciates. Thus, in the long run, an increase in the level of investment
increases a nation’s standard of living, but may not increase a
country’s iong run rate of growth.

It is possible that a higher investment level can lead to a higher
growth rate even in the long run. Even if there is no growth in net
investment, investment to replace depreciated capital may still en-
hance economic growth to the extent that the replacement capital
embodies improved (and more efficient) equipment and tech-
nologies. The higher the gross investment rate, the more new cap-
ital is purchased each year, and thus the rate at which new tech-
nologies get adopted may be higher.

Sources of investment funds

Investment involves a trade-off between consumption today and
consumption tomorrow. Investment can either be financed by na-
tional saving, or by foreign borrowing (saving by foreigners). A
basic accounting identity of the national income and product ac-
counts states that: 44

“2Bureau of the Census, U.S. Department of Commerce, Statistical Abstract of the United
States, 1990, p. 73.

“2If an 8-percent discount rate were used, the percentage recovered in the first 10 years wouid
be approximately 62 percent. ’

If such an annuity were purchased by a 40-year old male (life expectancy an additional 35
years), he would receive approximately 64 percent of the present value of the annuity (discount-
ing at 10 percent) in the first 10 years and 88 percent by age 60. )

*The national income and product accounts measure the flow of goods and services (product)
and income in the economy. The gress national product (GNP) of the economy is the total annual

Continued
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INVESTMENT =
PRIVATE SAVING + (GOVERNMENT SAVING

+ NET FOREIGN BORROWING.

Many analysts in the past ignored the foreign sector, primarily
because at the time it was small relative to the U.S. economy.
These analysts interpreted this basic relationship as saying that
national investment must equal national saving, where national
saving is the sum of private saving and public saving.

However, national investment need not equal national saving if
foreigners can invest in the United States. The experience of the
1980s, when investment in the United States greatly exceeded na-
tional savings, demonstrates how important this source of funds
can be, When demand for investment funds in the United States
outstrips the supply of national savings, interest rates rise in re-
sponse. Increases in interest rates attract foreign capital to the
United States, and the excess of investment over national saving
is financed by foreigners’ saving. :

Foreign investment in the United States is also related to the
value of the dollar and the trade deficit. To take advantage of high
interest rates in the United States, foreign investors first must con--
vert their currencies to dollars. This increases demand for the dol-
lar, thereby increasing the dollar’s exchange rate relative to the
foreign currency. A stronger dollar makes imported goods relatively
cheaper and our exports relatively more expensive. As a con-
sequence, net exports fall and the trade deficit increases. A further
accounting identity states that 46

NET FOREIGN BORROWING = (IMPORTS-EXPORTS)

When net foreign borrowing increases, the trade deficit (the dif-
ference between imports and exports of goods and services) also in-
creases. Thus, many people have blamed the trade deficits of the
1980s on the low national savings rate during that period.+6

value of goods and services produced by the economy and may be measured in several ways.
One way is to measure GNP by expenditure on final product in the economy. By this messure,

(LJGNP =C + I + G + (X-M).

Equation (1} is an accounting identity which states that gross national product equals the sum
of oonsm:l;lption expenditures (C), investment expenditures on plant, equipment, inventory, and
residential construction (I), governmental purchases of goods and services (G), and net exports
(exports less imports of goods and services or X-M).

An elternative is to measure GNP by the manner in which income crested in the economy
is disposed of. By this measure,

(2)GNP=C+ S+ T.

Equation (2) is another accounting identity which states that gross national product equals
the sum of consumption expenditures, saving by consumers and businesses (S), and net tax pay-
ments to the govemment (T) (net tax ;Eaments are total tax receipts less domestic transfer, in-
terest, and subsidy payments made by all levels of government).

Because both measures of GNP are simple accounting identities, the right hand side of equa-
tion (1) must equal the right hend side of equation (2). From this observation ¢an be derived
an additional national income accounting identity, -

(@ I=8+ (T-G) + M-X)

This is the basis for the statement that national investment equals private saving (8), plus
public saving (T-G), and net imports (M-X).

“5This ignores the reiatively smali amount of unilateral transfers to foreigners. For a more
detailed discussion of foreign trade and domestic saving and investment, see Joint Committee
on Taxation, Background and Issues Relating to the Taxation of Foreign Investment in the
United States (JCS-1-20), January 23, 1990,

*6For instance, see Hatsopoulos, Krugman, and Summers, “U.S. Competitiveness: Beyond the
Trade Deficit”, Science, 15 July 1988, Voiume 241, pp. 299-307.
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Is the United States’ saving rate too low?

Consequences of a low saving rate

The consequences of a low saving rate depend on the mobility of
. international capital. If capital is not mobile, then, as discussed
above, investment is equal to national savings. When the saving
rate is low, so is the investment rate. Historically, there has been
a strong relationship between a country’s rate of investment and
its rate of saving.47 Although this relationship has become weaker
over time,®8 it is still true that countries with high saving rates
also generally have high investment rates.

If capital is mobile (that is, if foreigners can invest in the United
States at low cost and without a lot of added risk), then investment
will not decline as much when the saving rate falls. Instead, invest-
ment will be financed by foreigners, either by direct foreign invest-
ment in the United States or by foreign lending to American inves-
tors. When domestic saving rates are low, forei financing of do-
mestic investment results in a higher rate ogninvestment than
would be possible if investment were financed by domestic saving.
Foreign investment in the United States does increase the produc-
tivity of American workers, However, the profits generated by for-
eign investment flow abroad, since the United States has to pay in-
terest on the funds it borrows. Furthermore, eventually the debt
will have to be repaid, so the net wealth that is left to future gen-
erations of Americans is smaller than it would be if the investment
were financed by domestic saving.

Trends in national saving and investment

National saving is generally divided into private saving and pub-
lic saving. Private saving is comprised of household or personal
saving and business saving. Households save by not spending all
of their disposable income (i.e., after-tax income). Businesses save
by retaining some of their earnings. Public saving reflects the ex-
tent to which the Federal, State, and local governments run budget
surpluses or deficits. Table 7 presents data on the components of
net national saving in the United States.

478ee, for instance, Martin Feldstein and Charles Horioka, “Domestic Saving and Inter-
nationat Capital Flows,” Economic Journal, vol. 90 (June 1980} pp. 314-29.

43See Phillippe Bacchetta and Martin Feldstein, “Naticnal Saving and International Invest-
ment”, National Bureau of Economic Research Working Paper #3164, November 1589,




Table 7.~Components of Net National Saving, Selected Years, 1929-1992

[In billions of dollzrs]
Private saving Public saving
Year Net Net Total net Federal State and Total Total net
personal business private surplusor  local public national
saving saving saving deficit (-) surplus or saving saving
deficit {-)

1929 ... ... 26 24 50 12 -0.2 1.0 6.0
1939 1.8 03 21 =22 0.0 -2.2 0.1
1949 ..., ... - 74 10.5 17.9 -2.6 -7 34 14.5
1954 . ... 16.4 o8 © 262 -6.0 -1.1 -7 191
959 220 159 379 -2.6 0.5 =33 348
1964 .. .. ... . 31.6 26.1 517 2.6 1.0 -1.6 56.1
1969 . . e 433 247 680 85 1.5 i0.0 78.0
1974 ... Lo 934 24 1158 -11.6 71 4.5 1113
1975 .. 100.3 40.8 141.1 -69.4 4.6 -64.8 76.3
1976 . ... ..o 930 472 140.2 -52.9 14.5 -38.3 101.9
1977 . e 87.9 619 149.8 424 256 -158 133.0
1978 . . e 1073 702 1780 -28.1 311 29 180.9
1979 ... 1233 62.1 1854 -15.7 251 94 1948
1980 ... ... e ‘1538 338 187.6 -60.1 248 © 353 152.3
1981 ... ... C1918 317 2235 -58.8 28,5 =303 193.2
1982 .. ... 199.5 18.4 . 2118 -135.5 269 -108.6 109.3
1983 ... ... 168.7 543 223.0 -180.1 40.3 -139.8 832
1984 .. 2220 87.5 309.5 -166.9 58.1 -108.8 2007
1985 . 189.3 919 2812 -181.4 56.1 -1253 155.9
1986 ... ... ... .. 187.5 55.3 2428 -201.0 543 -146.8 96.0
1987 .. . 142.0 86.5 228.5 -151.8 40.1 -111.7 116.8
1988 ... 155.7 I12.6 268.3 -136.6 384 983 170.0
1989 . ... 152.1 86.9 239.0 -1223 448 -71.5 161.5
1990 ... 170.0 88.5 2585 -163.5 251 -1384 123.1
1991 e 201.5 102.3 3038 -203.4 73 -196.2 107.6
1902 ... ..., PP 2387 90.4 329.1 -276.3 72 <2691 0.1
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Table 8 presents net saving by component as a percentage of
gross domestic product (GDP). As the table demonstrates, net busi-
ness saving,‘® net private saving, and public saving were all lower
during the 1980s then in any of the three previous decades. Nét na-
tional saving declined through most of the 1980s.

“® Tables 7 and 8 present net saving, which equals gross saving less capital consumption {de-
preciation).
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Table 8 —~Components of Net National Savings as a Percentage of
GDP, Selected Years, 1925.92

Net Net Total net Total
Year personal business private publi¢ national
saving saving saving saving saving

1929 . . 25 23 438 1.0 38
1939 . . S 2.0 03 - 23 -4 -0t
1949 . .. 28 4.0 69 -13 56
1954 . . 44 26 7.0 .19 5
195G .- 45 32 17 RV 70
1964 49 4.0 59 -0.2 87
1969 4.5 26 A 1.0 81
1974 | . 6.4 15 79 03 7.6
1975 63 2.6 89 -4.1 4.8
1976 53 27 79 =22 S8
1977 4.3 31 7.6 -08 67
1978 48 31 8.0 0.1 8.1
1979 . 5.0 25 74 04 78
1980 57 1.2 69 -1.3 56
1981 6.3 1.0 74 -1.0 64
1982 ... . ... .. 6.3 0.6 6.9 =34 3.5
1983 ... ... 50 16 6.5 4.1 24
1984 L. 5.9 23 8.2 =29 53
1985 . ......... ... 47 23 7.0 =31 39
1986 ... ... ... 4.4 1.3 57 -34 22
1987 .. ... ... ... 31 149 5.0 -2.5 26
1988 ... ... .. 3.2 2.3 5.5 -2.0 35
1989 2.9 1.7 4.6 -1.5 31
1990 ... ... L 11 i.6 4.7 -2.5 22
1991 ... 35 1.8 5.3 -3.4 1.9
1992 .. S 4.0 1.5 5.5 4.5 1.0
Average 1950-39 . .. 4.7 28 15 -0.1 7.4
Average 1960-69 . . . . 47 36 83 -0.1 81
Average 1970-79 5.5 26 8.1 -1.0 7.2
Average 1980-89 . .. 48 1.6 5.9 -2.5 39
Average 1990-92 . .. 3.5 1.6 5.2 -3.5 1.7

Souree: D of C Burcau of E: Analysis.
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Some analysts suggest that because households save out of their
disposable income (i.e., after-tax income), it is more appropriate to
examine personal saving relative to disposable income than to ex-
amine personal saving relative to GDP. Table 9 presents personal
saving as a percentage of disposable income. Generally, the same
trends observed in Table 8 are evident in Table 9.
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Table 9.--Personal Saving as a Perceatage of Disposable Personal
Income, Selected Years, 1929-90 :

Personal saving

Year as a percentage

of disposable
persenal income
1929 e e e 3z
1939 L 26
1944 e 251
1949 39
1954 e T 63
1959 e 6.3
1964 6.9
1969 .. e e 65
1574 ... ... . 890
1975 oo 37
1976 ... . 7.4
1977 e 6.3
R~ 69
10T e 7.0
1080 e 7.9
FOB e 338
IO e 8.6
1983 . 6.8
1984 L e 3.0
Y085 e e 6.4
1986 ... L e e 6.0
FOBT 4.3
TOB 4.4
1989 4.0
1900 e 42
8 S 4.8
1002 53
1993 4.0
! Estimate

Source: Depanment of Commerce. Burcau of Economie Analysis.
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Prior to 1980, domestic saving generally financed domestic in-
vestment as well as providing funds for Americans to be net inves-
tors abroad (negative net foreign investment). During the 1980s,
net savings fell short of domestic investment as a share of GDP.
Domestic investment declined from its 1984 peak and net foreign
investment provided for the difference in domestic savings and in-
vestment. Thus, although the decline in saving was coincident with
a decline in investment, this decline was not as severe as it might
have been had there not been foreign investment.

Comparison between the saving rates of the U.S. and other
countries

The United States’ national saving rate is low when compared to

that of other nations. This comparison is shown in Table 10 for _

total national saving and in Table 11 for household or personal sav-
ing. As Table 10 indicates, the net saving rate of the United States

during the 1980s was below the saving rates of most countries in
the OECD.50

" The data on international saving rates in Tables 10 and 11 are not directly comparable to
the data in Tables § and 9 because such data are not always compiled consistently across na-
tions. For example, in computing household saving rates, the QECD subtracts household inter-
est expense from income to determine U.S. household disposable income, The Bureau of Eco-
nomic Analysis does not make a similar adjustment in defining household disposable income.
Also, while the source of the international comparisons draws on data from the OECD, which
attempts to provide data on an internationally eomparable basis. the data are not fully com-
parable. For example, in computing household saving rates, the definition of the household sec-
tor is not identical acrossall countries, In particular, except in Japan, France. and Italy, private
nonprofit institutions are included in the household sector. See, Andrew Dean, Martine Durand,
John Fallon, and PeterHoeller, “Saving Trends and Behaviour in OECD Countries,” OECD, Eco.
nomics and Statistics Department Working Paper, No. 67, June 1989




Tabie 10.~Net National Saving as x Percentage of GDP in Selected
Countries Selected Years, 1962-1939

Copntry 1962
United States . ............ 2.1
Japan ...l 217
Germany . ......._... ... 186
France ................. 17.3
United Kingdom .......... 86
HAlY e 19.7
Capada . ................ 8.6
Belgium . ... ... 12.1
[0 - - 143
Netherlands .............. 174
Sweden .. ... 13.6
Switzerfand .. ... ... o, 18.5
Austratia .............o0 106

1367

9.7
222
15.0
184

16.3
108
14.5
14.7
179
13.6
195

1972

8.8
24.4
16.0
17.6

15.0
11.2
15.8
22,0
183
12.8
20.5
134

1978

89
20.0
11.4
13.0

14.1
10.0
11
18.6
12.0

16.2
6.6

oL




Country

Table 11.—Net Household Saving as a Perceatage of Disposable Household

Income, Selected Years, 1972-1994

1972 1976 1980 1984 1988 1980 1990
75 76 81 83 45 41 43

182 232 179 158 .14.3 146 141

144 133 128 114 128 124 139

87 118 136 IS0 97 04 99

g 11 w1 93 65 71 8.0

143

12.9

10.8

54

1993 1994'

4.6

146

106

4.2

4.3

Average

84-1993
5.3

149

125

6.8

NOTE. ' - catimate

ic Co-Operation and Development, QECD Economic Qaatlook, 55. June 1994,

Source: Organization for E

1L
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Generally, saving rates of all nations have declined from the
rates of the late 1960s. In percentage terms, the decline in the na-
tional saving rate of the United States between 1967 and 1989 up-
date is greater than the decline of the saving rates of Japan and
Germany, but comparable to the decline of the saving rates of
France and Italy.

Although many people have pointed to the low saving rate in the
United States as a cause of declining productivity, others argue
that the United States has long been a relatively low-saving nation,
and yet has enjoyed substantial economic growth. They note that
many of the nations with higher saving rates were nations which
needed to rebuild after the destruction of war on their own terri-
tory.
Furthermore, some argue that the low saving rate in the United
States may be a product of demographics, and that the saving rate
will increase as the baby boomers enter their forties and fifties,
typically the years during which people do much of their retirement
saving. However, others note that in the past, demographic
changes have not been very successful at predicting saving rates.

In general, the decline in private saving rates is not well under-
stood. It is likely that demographic changes, capital market liberal-
ization, increased insurance availability, and increased social secu-
rity benefits have all contributed to the decline. However, these fac-
tors have not proved significant enough to account for the total de-
cline in the saving rate. Similarly, there is no convincing expla-
nation for why saving rates have declined in other nations as well.

D. The Adequacy of Retirement Savings
1. Economic status of the elderly

Sources of retirement income

Social security is the largest source of retirement income (38 per-
cent in 1986), followed by income from assets {26 percent in 1986),
earnings (17 percent in 1986), and grivate and government em-
ployee pensions (14 percent in 1986).51 Many researchers have at-
tempteg to measure whether people have adequate savings for re-
tirement. A common measure of refirement savings adequacy is
called the replacement rate, which is defined as the ratio of retire-
ment income over income during the working years.

The issue of what replacement rate should be called adequate de-
pends on & number of factors. A replacement rate of 100 percent
means that the person’s income during retirement is equal o their
income during working years. There are a number of reasons that
a replacement rate of 100 percent may not be optimal. First, people
may desire to have more income during the working years because
some of that income is saved for reifirement. If people choose to
have constant consumption over time, they save during their work-
ing years and dissave during retirement. Second, most elderly own
their own homes (75 percent of households in 198752 ), and most
of these (83 percent in 198753 ) have paid off their mortgages.

s} EBRI! Data Book on Er;tpl Benefits, 1990, p, 73.
82 Sratistical Abstract of The United States 1990, Table 1277, p. 722
53 Statistical Abstract of The United States 1990, Table 1278, page 722.
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Thus, most elderly receive housing without incurring any expenses
beyond maintenance and utilities, whereas during their working
years, they were likely to have been making mortgage payments.
Third, few elderly households care for children, and therefore
household expenses are likely to be lower. Fourth, the elderly are
generally covered by Medicare, which provides insurance against
large medical expenses and pays for most expenditures on health.
Fifth, social security benefits, which represent the major source of
retirement income, are largely untaxed.5 Thus, social security ben-
efits can be smaller than income earned during the working years
and still provide the same after-tax income. For the lowest income
groups, this effect is not large since earned income is subject to the
payroll tax, but probably not subject to the income tax.

These arguments suggest that the appropriate replacement rate
for the elderly to have adequate retirement savings is less than 100

percent. However, there may be some factors which dictate that the

replacement rate should be higher than 100 percent. First, al-
though the eiderly are covered by Medicare, they are also more
likely to incur large medical expenses which may not be completely
covered by medicare. Similarly, Medicare generally does not cover
nursing home care or the costs of care in other long-term care fa-
cilities, and only those elderly poor enough to receive Medicaid or
eligible through veterans’ assistance are covered. _
Replacement rates for social security and pension income for re-
tired workers are calculated using two methods. The first method
calculates the ratio of social security and pension benefits relative
to a worker’s highest career earnings.55 The second method cal-
culates benefits relative to the average earnings in the 5 years pre:
ceding retirement.56 It seems likely that the career high earnings
overstate average earnings, and earnings during the 5 years pre-
ceding retirement understate average earnings. Thus, these two re-
placement rates may be seen as upper and lower bounds of esti-
mates of the replacement of average career earnings. These re-
placement rates measure the replacement of income through retire-
ment benefits, and do not include any income earned during retire-
ment or any income from savings. Such calculations indicate that
social security and pension benefits replace roughly 33 percent of
the career high earnings and 50 percent of earnings over the last
5 years for individuals. When spousal benefits are taken into ac-
count, replacement rates are slightly higher, averaging 30 to 33
percent of highest earnings but 60 to 70 percent of last earnings,
Such calcualtions also demonstrate that replacement rates are
highest for the poor. For the lowest income quartile, individual re-
placement rates varied between 34 and 39 percent of highest earn-
ings, and 72 to 94 percent of last earnings. 57 _ :

84 Social security benefit recipients with modified AGI exceeding certain limits have to include
up to 50 percent of their benefits in income. In 1990, 21% of all elderly included some portion
of social gecurity benefits in taxable income. . e . .

5% Earnings are indexed by the rate of wage growth. Highest career earnings are defined as
the average of the highest 5 years of earnings,

58 This measure is calculated only for those individuals who worked a significant amount dur-
ing the 5 years preceding retirement. } o o

7 Susan Grad, “Earnings Replacement Rates of New Retired Warkers,” Social Security Bul-
letin 53, October 1990,
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Finally, social security benefits have increased over time. Social
security benefits relative to the income of the elderly have in-
creased substantially over the past forty years.

Poverty

Another method used to examine the economic status of the el-
derly is to compare their rates of poverty to those of the general
population. Poverty among the elderly has declined dramatically
over the last 30 vears, from over 35 percent in 1959 to 12 percent
in 1988. By 1988, the poverty rate of the elderly was less than the
poverty rate of the general population. The poverty rate of elderly
persons living in families (with a-spouse or children) was 6.2 per-
cent, lower than for any other group. The major explanation for
this decline in poverty is the increase in social security benefits
and coverage described above,

2. Expected retirement income and needs of current work-
ers

The above discussion demonstrates that, as a group, the elderly
are as well off as the rest of society, indicating that given social se-
curity and pension benefits, savings were adequate. However, to
determine whether the savings of current workers are enough to
provide adequate retirement income, it is necessary to examine
how this group might differ from current retirees.

Social security and employer-provided pension plan coverage

Because social security coverage of workers has increased over
time,58 and because the labor force participation of women has also
been increasing, current workers are more likely to be covered by
social security than current retirees. Similarly, pension coverage of
cun;egnt workers is also substantially larger than of current retir-
ees.

Personal saving

Although coverage by pensions and social security is expected to
be higher for current workers than it is for current retirees, the
saving rate of current workers may be lower than the rate at which
current retirees saved during their working lives. This would imply
that although one source of retirement income, retirement benefits,
is expected to be higher for current workers, another source, in-
come from savings, may be lower.

The measure of personal saving used in the National Income and
Product Accounts attributes all corporate pension contributions and
earnings to the household sector. Thus, the increased pension cov-
erage is already included in the measure of household saving.
Table 8, above, shows that personal saving has been declining over
the past 15 years. Private saving, which includes the saving of
business, and which may provide a better measure of total house-
holds saving since businesses are ultimately owned by households,
exhibits the same downward trend. Thus, the saving of the current

B3For a discussion of the le, islative history of social security coverage, see Committee on
Ways and Means, Overview of Entitlement Programs (WMCP 102-9}, May 7, 1891, pp. 105-106.
33 ERRI Databook on Employer Benefits, 1990, p. 75.
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generation of workers for their retirement seems to be low relative
to the past.

In a recent study, the Congressional Budget Office reported that
while the saving rate of current workers appears low relative to the
past, this may not imply that the level of savings is inadequate for
- retirement. That CBO study concludes that the so-called “baby
boom” generation appears to be accumulating assets at a rate
equivalent to that of their parents who are currently retired. The
CBO concludes that the continued increase in real wages, the fact
that baby boomers are more highly educated than their parents,
and the increased participation of women in the labor force portend
“increases in household incomes of baby boomers in retirement.”s0
Some have criticized the conclusion of this study as too optimistic.
Critiques note that finding that baby boomers have accumulated
approximately the same amount of assets as had their parents at
a similar age does not bode well for retirement income. Having the
same amount of assets would imply only the potential for the same
amount of income as experienced by current retirees, and as in-
comes grow this would imply future retirees would be less well off
compared to the rest of society than are current retirees. Critics
also note that current retirees benefited from increases in social se-
curity benefits and unexpected capital gains on housing that the
baby boomers may not reasonably expect to experience.61

3. Increased retirement costs

Finally, it is possible that the need for retirement income is in-
creasing over time. Increases in life expectancies and trends toward
earlier retirement increase the number of years in retirement and
therefore, increase the need for saving. Furthermore, the normal
retirement age for social security was changed in 1983. In 1995,
the normal retirement for social security (the age at which retirees
receive full benefits) is 65. By 2010, normal retirement will be 87
years. If the increase in the normal retirement age means that in-
dividuals will be working more years, then current saving need not
adjust. However, if the historical trend toward earlier retirement
continues, then the increase in normal retirement age for receipt
of full social security benefits means that individuals should in-
crease their retirement saving. ' ' '

Similarly, increased life expectancies and rapid medical cost in-
flation increase the probability of large medical expenses. Out-of-
pocket medical expenditures for the e%derly have been steadily in-
creasing over the Past 15 years. Also, many people have noted that
the probability of an individual requiring long-term care some time
in their lifetime has been increasing. :

€ Congressional Budget Office, “Baby Boomers in Retirement: An Early Perspective,” Septem-
ber 1893, p. xiv. Also see, Joyce Manchester, “Baby Boomers in Retirement: An Early Perspec- -
tive,” in Dallas Salisbury and Nora Super Jones (eds.), Retirement in the 21st Century: Ready
or Not? (Washington: Employee Benefits Research Institute), 1994, ]

¢ B. Douglas Bernheim, “Adequacy of Savings for Retivement and the Role of Fconomic Lit-
eracy,” in Dallas Salibury and Nora Super Jones (eds.), Retirement in the 21st Century: Ready
or Not? (Washington: Employee Benefits Research Institute), 1994,




VI ISSUES RELATED TO SPECIFIC PROPOSALS

A. Issues Relating io Individual Retirement Account
Proposals

Recordkeeping and administrability

S. 12, HR. 6, and the Administration proposal raise a number
of issues regarding recordkeeping and administrability. First, ade-
quate records would have to be kept to distinguish amounts held
in deductible IRAs from amounts held in the new IRAs created by
the proposals because the taxation of withdrawals would differ. The

rogosals address this issue by providing that the new IRAs must
IﬁAS eld in separate accounts specifically designated as back-end

It is unclear, however, whether such rules will be effective in as-
suring that taxpayers and the IRS are aware of which type of IRA
particular funds are invested in or withdrawn from, and whether,
if IRA funds are mixed, the taxpayer or the IRS will be able to
identify taxable amounts accurately.

Similar recordkeeping issues arise under present law because of
the availability of nongeductible IRAs. Present law requires that
an individual report nondeductible contributions on his or her tax
return for the year of contribution and subsequent years. The IRS
has not had sufficient experience to know whether these rules have
been effective in properly identifying taxable and nontaxable
amounts because of the limited period during which nondeductible
IRAs have been available and the limited utilization of nondeduct-
ible IRAs. ' '

A second issue arises because the tax treatment of earnings on
contributions to the new back-end IRAs would depend on how long
the contributions to which the earnings relate had been in the IRA.
A back-end IRA would be likely to hold contributions made in more
than one year, so that it would be necessary to allocate earnings
to particular contributions.

There are a number of different ways that earnings can be allo-
cated to contributions. Thus, it will be important for the Treasury
to issue prompt guidance as to which method or methods are ac-
ceptable. Even when guidance is issued, errors may occur depend-
ing on how complicated the rules are and whether individual tax-
payers or the IRA trustee will be required to make the calculations.

Complexity

The proposals would provide taxpayers with additional invest-
ment and savings decisions. Some taxpayers might have difficulty
(1) understanding the different requirements (such as holding peri-
ods) applicable to each vehicle and (2) obtaining sufficient informa-
tion to determine the most appropriate vehicle to use when the tax-
payer’s individual circumstances are taken into account. Financial

) (76)
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institutions, which would have an incentive to market and explain
the availability of the various types of IRAs, would be likely to pro-
vide some ‘assistance to taxpayers. However, such institutions
might not necessarily give advice as to which type of IRA is best
for a particular taxpayer; the institution would benefit no matter
which vehicle were chosen. The taxpayer also would benefit under
either option, though, so choosing the less appropriate IRA may
have a minimal effect on the taxpayer. The decision as to which ve-
hicle to choose could be more difficult if the taxpayer has the option -
of contributing to a tax-favored retirement plan. o
Under present law, some taxpayers may have difficulty deter-
mining whether or not they are eligible for an IRA deduction and,
if so, the size of the deduction, because of the active participant
rules and income phaseouts. S. 12 would eliminate this source of
complexity because it would ultimately make deductible TRAs
available to all taxpayers with compensation or earned income.

Effect on qualified retirement plans

S. 12 and the Administration proposal would also affect certain
qualified retirement plans. The bill would increase the number of
situations in which penalty-free withdrawals could be made from
a qualified cash or deferred arrangement (sec. 401(k) plan) or tax-
sheltered annuity (sec. 403(b)), making it more likely that partici-
pants would withdraw assets from such plans for purposes other
than retirement. In addition, because these proposals would permit
participants to withdraw amounts from these plans not only for
themselves, but also for certain family members, the amounts with-
drawn might not benefit the participants directly. The proposals
would not limit the amount of penalty-free withdrawals that could
be made in this manner. Some would argue that the increased abil-
ity to withdraw funds penalty-free from retirement plans runs
counter to sound retirement policy. On the other hand, some would
argue that the increased access to plan funds in emergencies might
make individuals more likely to save the funds in the first place
and, in fact, the funds may be left in the plan until retirement.

The special nondiscrimination requirements for cash or deferred
arrangements are often cited as a source of complexity. The sources
of complexity generally associated with those requirements are the
recordkeeping necessary to monitor employee elections, the calcula-
tions involved in applying the tests, and the correction mechanism,
i.e., what to do if the plan fails the tests. Some argue that these
complexities may discourage employers from adopting such plans.

The nondiscrimination rules were adopted because Congress was
concerned that the rules relating to qualified cash or deferred ar
rangements encouraged employers to shift too large a portion of the
share of the cost of retirement savings to employees. Congress was
also concerned that the nondiscrimination rules permitted signifi-
cant contributions by highly compensated employees without com:
parable participation by rank-and-file employees, a result which
some believe is inconsistent with a basic reason for extending fa-
vorable tax treatment to employer-provided pension plans.
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On the other hand, it is argued that the complexity of the non-
discrimination requirements, particularly after the Tax Reform Act
of 1986 changes that impose a dollar cap ($9,240 for 1995) on elec-
tive deferrals, is not justified by the marginal additional participa-
tion of rank-and-file employees that might be achieved by the oper-
ation of these requirements. Some argue that the rate of rank-and-
file employee participation in cash or deferred arrangements is
more directly related to the age of the employee than to the em-
ployee’s compensation and that the nondiscrimination rules do not
take this factor into account. They believe that the failure of young
employees, who are more likely to be nonhighly compensated, to
make elective deferrals should not restrict the ability of older em-
ployees to contribute to their retirement savings. Further, the defi-
nition of a highly compensated employee may include some middie-
income taxpayers for whom adequate retirement savings is essen-
tial and the operation of the nondiscrimination rules may prevent
such an employee from saving.

Some people believe that the nondiscrimination rules unneces-
sarily restrict the ability of highly compensated employees to save
for retirement. The fact that the Federal Government waived the
application of nondiscrimination requirements to the cash or de-
ferred arrangement maintained for Federal employees is often cited
as a justification for the repeal of the special nondiscrimination test
for all employers. In addition, they argue that the result that the
nondiscrimination rules is intendeg to produce can also be achieved
by creating an incentive for employers to provide matching con-
tributions on behalf of rank-and-file employees. Matching contribu-
tions, it is argued, create a sufficient inducement to rank-and-file
employee participation. '

Some practitioners have suggested that the present-law non-
discrimination tests should be eliminated or replaced with a de-
sign-based test. Under a design-based test, a plan is nondiscrim-
inatory if it is designed in a certain way. Some tgeople have serious
tax and retirement policy concerns with a test that is not based on
actual contributions and would argue that such a test permits cash
or deferred arrangements to operate essentially like an individual
retirement arran?ement (IRA) with a much higher contribution
limit. This type of IRA-equivalent arrangement is only available to
employees whose employers offer such a plan. Thus, some would
argue that the absence of nondiscrimination rules based on actual
utilization would cause the Federal tax laws to treat similarly situ-
ated taxpayers differently.

Some believe that a test based on actual participation is the best
way to prevent elective plans from disproportionately benefiting
high-paid employees and the ong way to ensure that low-paid em-
ployees actually benefit under the plan. It is argued that special
nondiscrimination rules are necessary in the case of elective plans
because higher income employees naturally are in a position to
defer greater amounts of income than lower paid employees. In-
deed, if an elective plan is the employee’s only retirement plan,
lower income employees may not be able to defer enough current
income to provide sufficient retirement income. For this reason,
some believe that elective retirement plans do not operate as effi-
ciently as nonelective plans from a retirement policy perspective.
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However, some argue that the adoption of a design-based non-
discrimination test for cash or deferred arrangements and match-
ing contributions will promote expanded coverage for rank-and-file
employees. The adoption of a nondiscrimination safe harbor that
eliminates the testing of actual contributions to the plan removes -
a significant administrative burden that may act as a deterrent to
employers who would not otherwise set up such a plan. Thus, the
adoption of a simpler nondiscrimination test may encourage more
employers, who do not now provide any tax-favored retirement plan
for their employees, to set up a plan. However, some argue that the
rapid rate of establishment of cash or deferred arrangements is in-
consistent with arguments that the nondiscrimination require-
ments act as a deterrent to employers to set up such plans,

The bill addresses concerns that rank-and-file employees may not
participate by requiring a certain level of employer contributions.
These contribution provide an incentive for lower-paid employees to
contribute. In addition, the bill assures that lower-paid employees
will be aware of the plan by requiring employers to communicate
the plan to employees.

In addition, a design-based nondiscrimination test provides cer-
tainty to an employer that does not exist under present law. Under
such a test, an employer will know at the beginning of each plan
year whether the plan satisfies the nondiscrimination requirements
for the year. On the other hand, some point out that there are al-
ternative ways to achieve this result.

Under the bill, the design-based nondiscrimination tests are pro-
vided as alternatives to the present-law nondiscrimination tests.
The addition of optional methods of satisfying the nondiscrimina-
tion requirements for cash or deferred arrangements may be per-
ceived by some employers as adding, rather than reducing, the
complexity of the requirements.

C. PRIME Retirement Accounts for Small Employers

Pension coverage of employees of small employers is significantly
lower than that of employees of medium or f:;\rge employers. A
number of factors may contribute to this, including the cost to the
employer (both in terms of wage cost and administrative cost of
maintaining the plan) as well as the desire of the employees to
have pension benefits rather than wages in other forms. The
PRIME retirement account proposal attempts to address one factor
that may affect an employer's gecision to establish a pension plan-
-administrative burdens--by enabling an employer to establish a
salary reduction plan without testing to ensure that the plan oper-
ates in a manner that does not discriminate in favor of highly com-
pensated employees and by reducing the employer’s reporting obli-
gations.

Nondiscrimination rules generally are enacted to ensure that the
tax benefits for qualified plans benefit an employer’s rank and file
employees as well as highly compensated employees and to provide
broad-based pension coverage. The issues relating to non-
discrimination rules are discussed above under the provision relat-
ing to cash or deferred arrangements.

In addition, even if one concludes that nondiscrimination rules
are generally desirable from a policy perspective, some argue that
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in the case of small employers such rules may be an impedient to
establishment of any type of retirement program and that relax-
ation of such rules is appropriate if doing so will encourage small
employers to establish retirement plans. Further, concerns about
nondiscrimination rules may be less given the lower limits on max-
imum contributions to PRIME retirement accounts (one-half of the
elective deferral limit). ‘
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